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PREFACE 

Sixce  the  field  of  Auditing  is  so  extensive,  the  standard  manuals 
are  of  necessity  somewhat  voluminous  and  cumbersome  ;  further- 
more, a  considerable  portion  of  their  subject  matter  is  intended 
only  for  the  use  of  practicing  auditors.  These  factors  are  respon- 
sible for  the  present  publication,  a  book  written  primarily  for 
the  student,  which  deals  with  the  general  principles  underlying 
every  audit  and  at  the  same  time  serves  as  an  introduction  to 
more  detailed  works. 

It  has  been  the  author's  aim  to  present  the  foundation  or 
groundwork  with  which  every  auditing  student  should  be  familiar, 
and  to  explain  the  reasons  and  principles  upon  which  every  topic 
is  based,  without  going  back  and  epitomizing  the  general  prin- 
ciples of  accounting,  a  knowledge  of  which  is  assumed.  For 
this  reason,  specialized  audits  have  been  omitted.  The  prin- 
ciples have  been  set  forth  accurately  and  soundly  with  a  view 
to  enabling  the  student  to  comprehend  the  work  of  an  auditor 
and  to  apply  this  knowledge  in  a  satisfactory  manner  in  actual 
auditing  practice. 

Chapter  XIY.  on  The  Business  Budget,  has  been  included 
because  of  the  frequent  necessity  of  giving  budgetary  advice  in 
Connection  with  auditing  and  as  a  separate  general  service.  It 
HOt  been  possible  to  treat  this  subject  fully  in  the  limited 
space,  but  it  is  hoped  that  the  material  offered  will  prove  valuable 
to  students  of  auditing. 

( )f  major  important  e  in  connection  with  the  text  matter  offered 
are  the  questions  and  problems  in  the  Appendix  and  the  term 
problem  which  is  included  as  Chapter  XV.  The  material  of  the 
first  fourteen  chapters  constitute#the  work  of  the  first  semester, 
whereas  the  illustrative  study  problem  represents  the  work  of  the 
second  term.  The  questions  and  problems  are  classified  and 
arranged  to  correspond  with  the  development  of  the  subject 
matter.  The  purposes  of  the  term  problem  are  indie  ated  0D  page 
post,     fhose  who  use  this  book  should  realize  that  every 
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problem  emphasizes  the  practical  application  of  the  principles 
involved  and  should  therefore  receive  careful  study.  In  many 
courses  it  will  not  be  possible  to  assign  all  the  practice  work  for 
each  chapter ;  and  consequently  the  assignments  may  be  altered 
considerably  from  year  to  year. 

George  E.  Bennett 

Syracuse,  New  York. 
January,  1925. 
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AUDITING 

CHAPTER  I 
INTRODUCTION   AND   ORIENTATION 

Auditing:  Nature  and  Definition.  — A  modern  audit  aims  to 
verily  the  accounting  records  of  a  business  in  such  a  manner  that 
the  report  submitted  thereon,  in  the  auditor's  opinion,  reflects  its 
correct  condition  and  progress.  Primarily,  an  audit  aims  to 
verify  the  Balance  Sheet,  but  since  this  statement  must  include, 
in  one  form  or  another,  the  balance  of  the  Profit  and  Loss  account, 
an  audit  should  cover,  also,  a  review  of  that  account. 

Auditing,  therefore,  may  be  defined  as  intelligently  and  sys- 
tematically examining  the  financial  transactions  of  a  business  as 
recorded,  compiled,  and  presented  —  in  books,  accounts,  and 
vouchers  —  to  secure  such  information  as  shall  enable  the 
auditor  to  satisfy  himself  whether  or  not  the  Balance  Sheet  has 
been  drawn  up  properly  so  as  to  exhibit  a  true  and  correct  view  of 
the  enterprise  as  a  going  concern. 

An  audit  should  not  entail  the  original  preparation  of  the 
Balance  Sheet;  it  should  contemplate  something  much  wider 
the  verification  of  a  Balance  Sheet  prepared  by  others,  together 
with  the  books,  accounts, and  vouchers  related  thereto, so  that  the 
auditor  can  certify  honestly,  in  his  opinion,  such  Balance  Sheet 
is  drawn  up  properly  to  exhibit  a  true  and  correct  view  of  the 
State  of  affairs  of  the  particular  undertaking  in  question. 

The  above  Comment  should  not  be  taken  as  intimating  that  an 
auditor'-  entire  duty  consists  of  comparing  the  Balance  Sheet  with 
the  books  to  ascertain  that  it  agrees  therewith.  This  must  be 
done,  but  such  skill  and  diligence  should  be  exercised  that  he  is 
satisfied  the  books  record  the  concern's  financial  transactions 
properly  so  far  as  information  and  explanations  are  available  to 
him.  This  involve-  a  scrutiny,  more  or  less  detailed,  of  the  entire 
block  of  the  undertaking's  transactions  for  a  certain  period,  in- 
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elusive  of  the  manner  in  which  their  record  was  made.  Just  how 
far  an  audit  must  extend  depends  upon  the  circumstances  en- 
countered in  each  particular  assignment,  and  this  must  be  decided 
by  the  vigorous  exercise  of  the  auditor's  judgment.  In  any  event, 
the  audit  made  should  be  such  as  will  satisfy  the  auditor  under  the 
conditions  embodied  in  his  instructions. 

Relation  to  Accounting.  —  Accounting  is  a  science,  auditing 
an  art,  and  accountancy  a  profession.  Auditing  is  a  branch  of 
accountancy  but  its  scope  is  much  broader  than  accounting; 
an  efficient  auditor  must  have  a  thorough  knowledge  of  account- 
ing principles  and  procedure.  Nevertheless,  accountants  and 
auditors  usually  are  one  and  the  same  persons. 

Some  years  ago  a  professional  accountant's  work  was  con- 
cerned primarily  with  checking  the  arithmetical  accuracy  of 
transactions  entered  in  books  of  account,  agreeing  the  Trial 
Balance,  and  preparing  the  statements.  All  this  activity  may 
be  described  as  "  accounting."  At  present,  it  seems  that  the 
most  important  part  of  the  work  of  a  professional  accountant 
engaged  in  general  practice  is  "  auditing."  The  average  indi- 
vidual cannot  differentiate  clearly  between  accounting  and 
auditing,  inasmuch  as  it  is  assumed  generally  that  the  preparation 
of  statements  by  a  professional  practitioner  automatically 
guarantees  the  fact  that  they  are  accurate.  Seemingly,  this  is 
not  at  all  the  case. 

If  an  accountant  is  instructed  definitely  to  prepare  the  usual 
statements  from  a  set  of  books,  his  work  comprehends  agreeing 
the  Trial  Balance,  and  then  preparing  the  Balance  Sheet  and 
Profit  and  Loss  Statement.  In  this  instance,  he  functions  merely 
as  an  accountant,  not  as  an  auditor.  The  books  are  not 
checked  and  scrutinized  except  as  necessary  to  agree  the  Trial 
Balance,  and  the  condition  shown  by  the  Balance  Sheet  should 
not  be  certified  to  as  correct ;  the  most  that  could  be  stated  truth- 
fully is  that  the  Balance  Sheet  agrees  with  the  books.  Fre- 
quently, accountants  are  called  upon  to  do  work  of  this  kind, 
but  when  thus  done,  care  should  be  observed  to  show  the  client 
an  audit  is  not  being  made.  Further,  a  Balance  Sheet  should  not 
be  certified  as  correct  unless  a  proper  audit  has  been  made. 

Again,  auditors  often  prepare  the  Balance  Sheet  and  the  Profit 
and  Loss  Statement,  after  which  they  are  certified.     Neverthe- 


INTRODUCTION  AND  ORIENTATION  3 

less,  in  preparing  these,  the  auditor  is  acting  as  an  accountant, 
not  as  an  auditor ;  such  work  is  both  in  addition  to  and  outside  of 
the  scope  of  his  duties  as  an  auditor.  An  auditor's  duty  should 
be  to  examine  and  report  upon  the  work  of  others  that  has  been 
completed. 

Audit  Purposes  and  Advantages.  —  These  being  practically 
similar,  they  are  considered  together,  but  are  divided  into  two 
classes : 

1.  Major.  These  purposes  may  be  differentiated  dependent 
upon  the  parties  who  are  interested  in  the  audit  of  a  business  : 
a.  Parties  on  the  inside.  A  properly  prepared  audit  re- 
port points  out  over-optimistic  tendencies  in  asset 
valuation,  depreciation  provisions,  liability  existence, 
etc.  Frequently,  the  auditor  is  able  to  offer  suggestions 
which,  if  followed,  will  promote  greater  efficiency  in  the 
organization.  Again,  the  executives  (managers,  offi- 
cers, directors)  secure  a  report  from  an  unprejudiced 
person  covering  a  verification  of  the  accounts,  inclusive 
of  the  then  financial  condition  and  the  period's  opera- 
tion results.  Other  values  to  the  organization  itself 
include  the  use  of  the  audit  report  for  the  preparation 
of  governmental  reports,  credit  agency  reports,  and 
reports  covering  proposed  sale  or  change  in  organiza- 
tion; for  assisting  in  the  bonding  of  employees,  in  the 
securing  of  credit,  and  in  the  settlement  of  claim-  lot- 
loss  due  to  fire,  flood,  etc.  In  the  dissolution  of  a 
partnership,  the  professional  auditor  should  be  depended 
upon  to  follow  strictly  the  firm  articles  plus  the  members' 
intention-  therein  expressed,  so  that  the  proper  status 
of  each  partner  as  to  salaries,  drawing,  and  profit 
division  may  be  stated  fairly.  Since  a  special  partner 
in  a  limited  partnership  has  no  ri^ht  to  interfere  in  the 
active  management  of  the  business,  an  audit  seems 
absolutely  necessary  to  safeguard  his  property  rights. 
In  the  sale  of  a  business,  certified  statements  properly 
prepared  over  a  period  of  years  reveal  tin-  truth  as  to 

profit-  year  by  year  SO  that   a  few  large  year-  will  not 
kno(  k    awry    the   natural    trend    thereof:     further,    the 

t    truth   concerning   financial    condition   year   by 

year  is  available,  and  this  prevents  undue  inflation  of 
value-  frequent  when  a  sale  i^  contemplated. 
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b.  Parties  on  the  outside.  Corporate  stockholders  will  feel 
that  their  interests  are  reasonably  protected,  if  they  re- 
ceive a  Balance  Sheet  certified  by  a  reliable  practitioner. 
A  clear  understanding  of  the  affairs  of  a  business  may  be 
secured  by  bankers  who  are  considering  the  discount  or 
purchase  of  its  negotiable  paper ;  since  a  prospective 
borrower's  personal  opinion  of  the  condition  of  his  busi- 
ness is  apt  to  be  biased,  it  should  be  worthless  to  a 
banker.  Investors  finding  a  certified  Balance  Sheet  as 
part  of  a  prospectus,  will  feel  that  the  facts  displayed  con- 
cerning the  particular  business  are  reliable.  Even  the 
general  public  may  acquire  a  friendly  feeling  toward  a 
business  which  has  nothing  to  hide. 
2.    Minor.     These  contemplate  the  detection  and  prevention 

of  fraud  or  errors ;  if  any  frauds  or  errors  exist,  the  carrying 

out  of  the  main  purpose  of  the  audit  should  uncover  their 

presence. 

Fraud  in  Accounts.  —  In  the  earlier  days,  it  seems  that  an  audi- 
tor was  employed  primarily  when  fraud  was  suspected  by  the 
management ;  he  was  looked  upon  as  a  sort  of  detective,  his 
appearance  in  an  office  being  notice  that  someone  of  the  staff 
was  under  suspicion.  To-day,  fraud  is  only  a  minor  reason  for 
an  audit,  even  though  detected  frequently;  seldom  is  an  audit 
made  for  the  sole  purpose  of  discovering  fraud.  Coincident  with 
this  minor  purpose  is  the  prevention  of  fraud  through  the  moral 
effect  of  an  audit ;  for  example,  a  continuous  audit  (see  post) 
frequently  prevents  an  embezzlement,  since  those  who  may  think 
of  perpetrating  such  an  act  know  that  it  will  be  uncovered. 

Although  the  above  view  apparently  concurs  with  current 
American  opinion  among  practitioners,  the  general  public  and 
the  majority  of  clients  apparently  look  upon  the  principal  func- 
tion of  an  auditor  as  the  discovery  of  fraud  ;  hence,  even  though 
of  minor  import,  no  question  exists  but  that  this  phase  of  the 
matter  still  is  of  considerable  consequence. 


Fraud  may  consist  of : 


i.   The  misappropriation  of  money  or  goods,  or 
2.   The   manipulation  of  accounts  to  deceive    stockholders, 
bankers,  creditors,  etc.,  unaccompanied  by  misappropria- 
tion. 
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The  opportunities  for  misappropriating  money  or  goods  are 
so  frequent  where  persons  concerned  with  the  acounting  pro- 
cedures in  a  business  are  not  subjected  to  any  form  of  internal 
check,  or  to  a  poor  one,  that  no  concern  subject  to  this  criticism 
could  be  operated  long  without  the  possibility  of  fraud  taking 
place.  Where  the  proprietor  of  a  small  business  is  in  constant 
touch  with  all  the  operative  details  thereof,  and  is  able  to  super- 
vise effectively,  the  chance  of  concealing  a  fraud  may  not  be  very 
pronounced.  On  the  other  hand,  as  soon  as  the  proprietor,  for 
some  reason  or  other,  no  longer  is  able  to  do  this,  defalcation 
troubles  are  prone  to  arise  unless  a  proper  check  is  introduced 
to  be  maintained  by  the  office  staff,  or  unless  the  visit  of  an  audi- 
tor becomes  periodical. 

Misappropriation  of  cash  may  be  concealed  in  two  general 
ways  —  by  failing  to  enter  receipts  or  by  entering  fictitious  pay- 
ments ;  the  first  seems  more  difficult  to  detect  than  the  second. 
The  amount  of  detail  checking  necessary  before  the  auditor  can 
satisfy  himself  no  fraud  exists  depends  greatly  upon  the  system 
of  internal  check  in  operation.  To  discover  the  first,  the  auditor 
checks  receipts  with  original  records  covering  —  as  counter 
sheets,  sales  sheets,  agents'  returns,  etc.  Fictitious  payments 
may  be  uncovered  by  a  careful  scrutiny  of  such  documents, 
original  in  character,  as  vouchers,  invoices,  payrolls,  etc.  The 
misappropriation  of  goods  apparently  is  more  difficult  to  detect 
than  the  usual  cash  peculations,  unless  accurate  stock  records 
are  in  evidence  ;  without  these,  small  misappropriations  of  goods 
are  almost  impossible  to  discover.  Even  though  stock  losses 
may  be  indicated  by  fluctuations  in  gross  profit  percentages,  the 
fraud  itself  cannot  be  located  by  this  means. 

The  falsification  of  accounts,  without  actual  misappropriation. 
is  of  less  frequent  occurrence  than  the  frauds  mentioned  above; 
but  when  encountered,  it  is  apt  to  involve  large  amount s  and 
usually  is  much  more  difficult  to  uncover  than  the  other  kind. 
Generally,  this  method  seems  to  be  used  by  managers  or  direr- 
tors  who  desire  to  present  a  false  condition  so  that  some  particular 
group  of  persons  will  not  lose  confidence  in  the  undertaking 
as  stockholders  or  the  general  public  ;  again,  it  may  be  caused  by 
the  desire  to  pay  dividends,  do  profits  existing  therefor,  to  secure 
further  credit,  to  evade  the  income  tax.  to  increase  commissions 
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due  themselves,  to  dispose  of  their  company  interests  at  high 
prices,  etc.  Inasmuch  as  this  type  of  fraud  is  perpetrated  by 
responsible  and  trusted  company  officers,  it  is  most  apt  to  be 
skillfully  covered ;  undoubtedly,  at  every  attempt  of  the  auditor 
to  advance  his  deductions,  he  will  be  given  explanations  and  in- 
formation intentionally  false.  Only  by  the  exercise  of  great 
care  and  skill,  and  by  making  most  exhaustive  inquiries,  may  he 
hope  to  unearth  such  frauds. 

Detection  of  Errors.  —  It  would  seem  that  an  auditor's  pri- 
mary duty  is  to  uncover  errors,  inasmuch  as  these  distort  the 
actual  facts  if  not  detected.  The  auditor  should  distinguish 
without  difficulty  between  the  various  classes  of  errors  possible 
on  a  set  of  books.  Often  what  seem  at  first  blush  to  be  merely 
clerical  errors  eventually  are  found  to  be  due  to  fraudulent  manip- 
ulation ;  hence,  however  slight,  the  cause  of  every  error  should 
be  examined  into  carefully  even  though,  in  general,  one  may 
assume  the  majority  are  due  to  ignorance  or  to  carelessness. 
Errors  may  consist  of  : 

i.  Errors  of  principle 

2.  Clerical  errors 

3.  Errors  of  omission 

4.  Errors  of  commission 

5.  Offsetting  or  compensating  errors 

Errors  of  principle  occur  when  transactions  are  recorded  in  a 
manner  fundamentally  incorrect  according  to  accounting  theory ; 
they  may  be  committed  purposely  or  accidentally.  They  are 
most  important  as  a  class  and  may  affect  the  accounts  con- 
siderably ;  for  their  detection,  the  auditor  should  exercise  the 
utmost  care.  If  made  intentionally,  they  may  amount  to  falsi- 
fication ;  but  they  may  have  been  made  unintentionally  as  well 
due  to  a  lack  of  knowledge  of  correct  accounting  principles. 
Minor  errors  of  principle  may  have  no  effect  upon  the  final 
profit  outcome,  as  where  they  arise  from  posting  to  a  wrong 
account  within  the  correct  group  thereof  —  as  factory  office 
expense  to  sales  office  expense,  auto  equipment  to  machinery,  etc. 
Major  errors  of  principle  have  a  direct  effect  upon  profits  as 
reflected  in  the  surplus,  or  upon  the  proper  statement  of  asset 
and    liability    values  in  the   Balance  Sheet;   they  arise    from 
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capitalizing  a  revenue  expenditure  or  vice  versa,  from  valuing 
an  asset  upon  an  incorrect  basis,  from  inadequate  provision  for 
depreciation  and  bad  debts,  etc.  In  order  to  discover  such 
errors,  the  auditor  should  have  an  extensive  knowledge  of 
accounting,  and  should  make  a  most  thorough  audit.  Ordi- 
narily, routine  checking  will  not  uncover  errors  of  principle; 
only  intelligent  inquiry,  analysis,  and  research  discovers  them. 
Frequently,  it  is  difficult  to  convince  the  management  they  exist. 

Clerical  errors  are  common,  but  few  books  of  account  being 
free  from  them.  They  may  represent  items  posted  as  debits  in- 
stead of  as  credits  or  vice  versa  (as  to  these,  the  Trial  Balance  is 
out  double  the  amount  in  question),  transpositions  of  figures 
(causing  the  Trial  Balance  difference  as  to  these  being  divisible 
by  nine1,  carrying  forward  totals  from  one  page  to  another  in 
error,  posting  a  debit  to  one  account  (as  a  customer's  account) 
when  it  should  have  been  posted  as  a  debil  to  some  other  account 
(as  another  customer's  account,  etc.),  etc.  It  is  seen  that  cer- 
tain of  these  errors  affect  the  agreement  of  the  Trial  Balance, 
and  must  be  eliminated  before  the  latter  can  be  placed  in  balance  ; 
others  have  no  effect  upon  the  Trial  Balance  and.  even  if  not 
detected,  may  not  cause  the  profit  to  be  in  error,  or  the  Balance 
Sheet  to  be  generally  incorrect.  Care  should  be  used  to  see  that 
an  apparent  clerical  error  is  not  really  fraudulent ;  only  ex- 
perience teaches  the  necessary  discrimination.  On  the  whole, 
a  reasonable  test  for  these  errors  should  be  sufficient. 

Errors  of  omission  arise  when  transactions  arc  omitted  partly 
or  entirely  from  the  books  of  account  intentionally  or  uninten- 
tionally. Where  a  transaction  is  omitted  in  part,  the  Trial 
Balance  cannot  be  agreed;  usually  thi>  type  arises  becauj 
the  non-posting  of  items.  If  an  entire  transaction  is  unentered. 
the  agreement  of  the  Trial  Balance  will  not  be  affected;  hence, 
detection  may  be  a  fairly  difficult  matter.  These  errors  include 
such  items  as  omitting  invoices  from  the  Purchase  Record, 
delivering  goods  or  rendering  services  but  omitting  to  bill  the 
customer,  omitting  provision  for  rent,  salaries,  interest,  etc. 
Sometimes  the  balance  of  a  particular  account  will  indicate  that 
an  entry  has  been  omitted:  a  comparison  of  the  Rent  account 
current  year  with  the  lasl  may  show  a  difference  representing 
an  outstanding  current  obligation  ;  the  examination  of  credit 
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statements  may  prove  the  suspicion  that  the  current  purchases 
are  less  than  they  should  be.  Although  the  discovery  of  these 
omissions  forms  an  important  part  of  an  auditor's  work  on  an 
assignment  and  he  is  justified  in  spending  a  considerable  time 
in  looking  for  them,  in  a  business  where  considerable  reliance  is 
placed  upon  internal  checks  for  short-cutting  the  amount  of  the 
detail  work  that  might  be  done,  all  errors  of  omission  may  not 
be  discovered.  On  the  other  hand,  if  the  plan  of  audit  decided 
upon  is  complete,  and  is  carried  out  thoroughly  and  efficiently, 
they  should  all  be  uncovered.  Where  a  reasonable  test  for  these 
errors  uncovers  some  of  considerable  importance,  whether  or  not 
further  work  should  be  done  thereon  depends  primarily  upon  the 
hire-contract  with  the  client.  Where  errors  of  omission  have 
been  made  intentionally,  serious  discrepancies  may  result  in  the 
accounts,  and  a  fraudulent  falsification  thereof  arises. 

Errors  of  commission  occur  when  transactions  are  recorded  in- 
correctly, wholly  or  in  part;  therefore,  they  may  involve  errors 
of  principle.  On  the  one  hand,  the  Trial  Balance  may  not  be 
affected ;  on  the  other,  where  partly  incorrect,  the  Trial  Balance 
may  be  out  to  that  extent.  Usually,  these  errors  are  encountered 
in  the  Journals ;  their  detection  may  cause  considerable  trouble. 

Offsetting  or  compensating  errors  offset  or  counterbalance 
each  other  so  that  the  total  effect  upon  the  Trial  Balance  is  one 
of  neutral  tendency.  They  require  the  most  careful  attention 
since  they  are  a  dangerous  type,  and  at  times  difficult  to  detect, 
inasmuch  as  there  is  no  evidence  that  they  exist.  The  auditor 
should  be  certain  none  are  to  be  found  before  passing  a  piece 
of  work  as  correct.  They  may  or  may  not  affect  the  profit ;  if 
an  error  of  one  amount  arises  in  a  revenue  account  and  another 
of  equal  amount  in  a  Balance  Sheet  account,  the  Trial  Balance 
will  agree,  but  the  profit  will  be  incorrect. 

In  general,  if  some  errors  are  discovered,  unless  a  detail  ex- 
amination is  in  order,  it  seems  that  no  need  exists  of  having 
instructions  revised  so  as  to  verify  every  posting,  and  no  necessity 
arises  of  verifying  every  posting  to  discover  such  errors.  Tests 
and  account  analyses  carefully  made,  on  the  whole,  seem  suffi- 
cient for  all  purposes. 

Economic  Function  of  Auditing.  —  The  auditor  may  or  may 
not  be  a  regular  employee  of  the  concern  under  review.     His 
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permanent  employment  in  many  cases  is  an  unjustified  expense  ; 
in  others,  the  cost  is  more  than  justified.  If  he  offers  his  services 
to  the  public,  he  is  a  professional ;  if  he  confines  his  activities 
to  one  organization,  he  is  non-professional. 

If  the  auditor  is  a  member  of  the  staff  of  the  company  whose 
books  he  inspects,  his  position  therein  should  be  such  that  internal 
influence  and  pressure  will  not  require  him  to  certify  to  prac- 
tices which  his  professional  training  tells  him  are  wrong.  How- 
ever, in  spite  of  the  safeguards  thrown  around  him  in  this  respect, 
such  an  auditor,  being  dependent  perhaps  upon  that  one  organi- 
zation for  his  daily  bread,  may  find  himself  an  unwilling  party 
consenting  to  many  practices  that  are  incorrect  and  sometimes 
fraudulent.  Because  of  this,  in  organizations  employing  a  staff 
auditor,  the  independent  professional  practitioner,  the  Certified 
Public  Accountant  or  Member  of  the  American  Institute  of 
Accountants  should  be  called  in  from  time  to  time  to  give  his 
unprejudiced  and  unbiased  approval  or  disapproval  of  the  work 
of  the  staff  member. 

Auditors  of  both  classes  would  be  unnecessary  if  bookkeepers 
could  be  relied  upon  always  to  do  their  work  correctly,  and  if 
confidence  could  be  placed  in  proprietors  and  managers  to  pre- 
sent  to  the  public  statements  which  could  be  considered  as  cor- 
rri  t  and  honest  pictures  of  business  accomplishment. 

Legal  Regulation  of  the  Profession.  —  Legislatures  have  rec- 
ognized the  importance  of  the  auditor's  work  to  the  extent  that 
they  have  done  considerable  to  protect  the  public  against  in- 
competent persons  entering  this  special  field;  all  that  remains 
for  the  public  to  do  is  to  take  advantage  of  the  protection  fur- 
nished.  In  most  states  the  practice  of  public  accountancy  now 
is  regulated  to  the  extent  that  a  test  is  provided  so  that  those  who 
are  about  to  enter  the  active  work  of  the  profession  may  be 
examined  as  to  certain  educational  and  professional  qualifications. 

Those  who  qualify  upon  examination  secure  a  license,  and  a 
specific  title  by  which  they  may  be  distinguished  and  known 
from  those  who  are  unli<  ensed.  In  the  United  States,  su<  h  desig- 
nation is  Certified  Public  Accountant  <ci'A  1;  in  England, 
Scotland,  and  Canada  one  who  has  qualified  to  practice  under 
the  law  is  known  a-  a  Chartered  Accountant  (C.A.). 

However,  since  the  qualifications  in  the  various  states  have 
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not  been  uniform,  the  title,  at  times,  had  but  slight  professional 
value,  its  worth  depending  entirely  upon  where  the  examination 
was  taken.  The  remedy  provided  for  this  situation  was  the  for- 
mation of  the  American  Institute  of  Accountants  which  con- 
ducts its  own  examinations,  and  which  has  been  successful  in 
having  most  of  the  states  adopt  them  in  lieu  of  the  former  local 
ones.  Therefore,  at  the  present  time,  in  the  United  States, 
licensed  practitioners  are  divided  as  follows:  i.  Certified  Public 
Accountants.  This  is  a  state  degree.  2.  Members  or  associates 
of  the  American  Institute  of  Accountants.  Some  have  both 
titles,  and  others  have  but  one.  These  licensed  auditors  have 
had  a  stamp  of  approval  placed  upon  them  by  high  authority ; 
the  unlicensed  practitioner  always  is  in  a  questionable  position 
until  he  has  proved  his  worth. 

Auditor's  Qualifications.  —  An  auditor  must  possess  certain 
essential  qualifications  in  order  to  perform  his  duties  efficiently. 
As  a  basic  requirement,  he  should  have  a  complete  and  thorough 
knowledge  of  bookkeeping  practice  and  accounting  theory,  which 
will  permit  him  without  too  much  difficulty  to  apply  them  satis- 
factorily to  any  set  of  circumstances  encountered.  Since  an 
auditor,  in  the  course  of  time,  is  called  upon  to  audit  various 
systems  of  account  keeping,  he  cannot  examine  the  accounts 
thereunder  properly  unless  he  is  capable  of  preparing  them  in  the 
original  instance. 

Efficiency  hereunder  comprehends  being  a  complete  master 
of  his  subject ;  the  lack  of  this  fundamental  requirement  is  the 
primary  reason  for  inefficient  auditing.  An  auditor  must  under- 
stand thoroughly  business  as  it  is  conducted  actually,  so  as  to  be 
able  to  grasp  the  technical  details  and  methods  of  a  particular 
undertaking  whose  accounts  he  is  called  upon  to  examine.  In- 
asmuch as  an  auditor  cannot  know  everything  about  every  class 
of  business  prior  to  his  contact  therewith,  it  seems  good  policy 
to  be  able  to  ask  intelligent  questions  in  order  to  obtain  the 
requisite  information  to  permit  of  a  peculiar  transaction  being 
criticized  rightly ;  an  honest  admission  of  unfamiliarity  tact- 
fully put  will  gain  greater  respect  than  an  assumption  of  knowl- 
edge not  possessed,  lack  of  which  is  almost  certain  of  discovery. 

A  knowledge  of  accounting  principles  and  procedure  alone  will 
not  make  a  person  a  competent  auditor,  inasmuch  as  auditing 
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should  contemplate  the  application  of  many  principles  distinct 
and  apart  from  accounting.  An  auditor  should  have  con- 
siderable legal  knowledge,  the  more  the  better.  He  should  be 
a  man  of  affairs  —  a  student  of  economics,  public  finance,  taxa- 
tion, industrial  conditions,  business  organization,  business  ad- 
ministration, banking,  corporation  finance,  efficiency,  and  office 
systems ;  he  should  possess  both  character  and  tact.  It  should 
be  impossible  for  him  to  be  led  or  influenced  easily  by  others 
since,  regardless  of  the  amount  of  pressure  brought  to  bear,  he 
should  do  his  duty  as  he  believes  it  ought  to  be  done  even  though 
to  do  so  may  be  opposed  to  his  own  interests ;  the  possibility 
of  a  current  temporary  loss  should  not  be  placed  above  the  value 
of  securing  a  reputation  for  absolute  integrity. 

Perseverance,  method,  imagination,  and  painstaking  are 
traits  concerning  which  too  much  cannot  be  said.  Considerable 
work  on  an  audit  is  somewhat  mechanical  in  nature;  neverthe- 
less, this  should  be  done  thoroughly  and  carefully.  Again,  he 
must  be  practical  since,  when  asked  for  professional  advice,  it 
is  necessary  to  appreciate  the  practical  requirements  and  condi- 
tions of  the  case;  tins  will  avoid  making  recommendations 
which,  although  correct  theoretically,  are  not  suited  at  all  to 
the  circumstances  of  the  particular  business.  In  this  connec- 
tion, it  might  not  be  amiss  to  suggest  that  it  is  no  part  of  an 
auditor's  work  or  task  to  offer  advice  unless  solicited;  even 
though  at  times  his  advice  may  be  appreciated  if  given  in  a 
tactful  manner,  it  should  be  remembered  that  the  auditor  does 
not  occupy  a  position  from  which  he  can  demand  that  his  recom- 
mendations  be  carried  out.  Of  course,  if  the  situation  encoun- 
tered is  so  deficient  that  thereunder  it  is  impossible  to  produce 
an  accurate  report,  it  is  necessary  for  him  to  comment  upon  the 
unsatisfa<  tory  state  of  affair-. 

In  conclusion,  it  doe-  not  seem  oul  of  place  to  emphasize  that 
an  auditor  should  be  gifted  with  what  is  known  generally  as 
"  common  sense." 

Legal  Responsibility  of  Auditors.  -   This  does  not  seem  to  be 
established  definitely.     In  general,  one  who  holds  himself  out  as 
being  skillful  in  any  trade  or  profession,  and  who  is  negligent  in 
the  performance  of  an  a<  t  related  thereto,  not  using  in  such 
aection  the  skill  attributed  to  an  ordinarily  skillful  operative, 
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is  legally  responsible  for  such  negligence  and  is  subject  to  suit 
and  penalty  for  damages  for  such  failure.  It  seems  that  this 
statement  applies  to  an  auditor  as  well  as  to  anyone  else.  The 
above  indicates  that,  legally,  one  is  not  required  to  measure  up  to 
the  standard  of  the  most  skillful  practitioner  but  only  up  to  that 
of  an  ordinarily  skillful  auditor.  What  an  ordinarily  skillful 
auditor  is  depends  upon  circumstances. 

Reasonable  care  and  skill,  however,  contemplate  more  than  a 
mere  scrutiny  of  the  books,  inasmuch  as  in  addition  thereto  the 
auditor  must  exercise  reasonable  care  to  determine  how  closely 
such  books  indicate  the  real  status  of  the  undertaking.  Gen- 
erally speaking,  the  responsibility  of  an  auditor  doing  work  for 
an  individual,  a  firm,  or  a  corporation  is  the  same.  In  the  case 
of  the  individual,  there  is  but  one  owner ;  in  a  firm,  the  interests 
of  all  partners  must  be  protected  ;  in  a  corporation,  the  interests 
of  the  various  stockholders  and  bondholders  must  be  safe- 
guarded. 

Undoubtedly,  an  auditor  will  not  be  held  liable  personally  if  he 
is  possessed  of  the  requisite  professional  skill,  and  if  he  exercises 
this  skill  in  all  assignments,  taking  every  reasonable  precaution 
to  satisfy  himself  as  to  every  point  encountered  before  he  gives 
his  Certificate  of  Audit  and,  where  he  remains  dissatisfied  as  to 
any  material  point  to  set  out  his  views  thereon  clearly  in  his 
report.  He  "  must  be  honest  —  that  is,  he  must  not  certify  what 
he  does  not  believe  to  be  true,  and  he  must  take  reasonable  care 
and  skill  before  he  believes  that  what  he  certifies  is  true."  {In 
re  London  and  General  Bank,  1895,  2  Ch.  682.) 


CHAPTER   II 
SCOPE  OF  AX   AUDIT 

Expenditures  Apportioned  between  Capital  and  Revenue.  — 
These  two  types  of  expenditure  are  of  vital  importance  in  audit- 
ing since  they  affect  both  the  amount  of  profit  or  loss,  and  the 
correctness  of  the  Balance  Sheet.  Complicated  situations  call- 
ing for  a  quick  decision  as  to  whether  an  expenditure  relates  to 
capital  or  to  revenue  are  so  frequent  in  practice  that  it  is  abso- 
lutely essential  for  an  auditor  to  be  perfectly  familiar  with  the 
principles  of  differentiation.  Often  the  question  of  whether  or 
not  an  expenditure  is  chargeable  to  capital  or  to  revenue  proves 
to  be  the  stumbling  block  for  many  professional  practitioners, 
inasmuch  as  no  specific  rules  are  available  covering  a  universal 
application. 

An  expenditure  is  a  cost  incurred,  capital  outlay  or  current 
expense,  represented  either  by  the  disbursement  of  cash  or  by 
the  incurrence  of  a  liability.  A  capital  expenditure,  in  general, 
relates  to  the  value  of  assets  used  as  a  basis  for,  or  as  a  source 
of,  earning  power;  a  revenue  expenditure  represents  a  charge 
against  the  revenue  to  be  produced  from  the  use  of  that  for  which 
the  expenditure  is  made  —  as  cost  of  operation,  of  administra- 
tion, of  maintenance,  or  a  fixed  charge.  Fundamentally,  there- 
fore, the  problem  is  whether  a  debit  shall  be  made  to  an 
lint  or  to  an  expense  account. 

The  lu-ir  tesl  of  a  capita]  charge  in  a  mercantile  or  manufac- 
turing undertaking,  undoubtedly,  is  whether  <>r  n<>t  it  reflects  a 
tut  increase  in  the  original  value,  efficiency,  <»r  productiveness 
of  the  permanent  assets  those  in  which  the  business  is  con- 
ducted; asset  value  should  remain  equivalent  to  tin-  amount  of 
the  expenditure.  Again,  a-  of  the  date  of  tin-  Balana  Sheet, 
there  should  be  actual  "  going  i  oncern  "  value  on  hand. 

Where  directly  incurred  for  capital  purposes,  the  expenditure 
may  be  verified  when  either  the  Cash  Hook  or  Purchase  Record 
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is  examined.  On  the  other  hand,  where  an  expenditure  repre- 
sents workmen's  wages  entirely  or  partly  employed  on  property 
improvements  and  extensions,  but  merged  in  the  general  account 
of  Wages,  the  auditor  must  be  careful  to  make  certain  the  cor- 
rect amount  has  been  transferred  therefrom  to  the  asset  account 
concerned;  otherwise,  the  period's  revenue  expenditures  will 
be  excessive.  Before  passing  such  transfer,  the  auditor  should 
scrutinize  the  basis  upon  which  it  has  been  calculated,  inasmuch 
as  general  estimates  are  unreliable  and  not  sufficient.  Wages 
related  to  repairs  or  renewals  should  be  charged  to  an  expense 
account,  not  to  an  asset  account.  Again,  similar  treatment 
should  be  accorded  expenditures  on  materials  which  cannot  be 
allocated  directly  as  a  capital  charge  when  purchased.  Where 
such  expenditures  amount  to  a  considerable  sum,  it  would  seem 
advisable  for  the  auditor  to  secure  certificates  from  responsible 
officials  as  to  the  correctness  of  the  allocations ;  these  certifi- 
cates should  be  referred  to  in  his  report. 

The  immediate  object  of  an  expenditure  may  have  no  connec- 
tion with  the  character  of  the  debit  to  be  made  therefor ;  the 
cost  of  drying  the  plaster  in  a  new  building  under  construction 
may  be  capitalized,  for  example,  even  though  such  cost  was 
incurred  for  something  which  will  produce  heat ;  further,  under 
certain  conditions,  it  may  be  possible  to  capitalize  even  the 
value  of  a  person's  experience.  Wrhere  an  obsolete  property  is 
replaced,  the  cost  of  tearing  down  the  old  plant  should  be  ab- 
sorbed in  the  account  carried  therewith,  and  the  cost  of  erecting 
the  new  one  should  be  sent  into  a  new  account  established  there- 
for. The  balance  in  the  old  plant  account,  less  the  scrap  value 
involved,  represents  a  loss  to  be  written  off  against  revenue 
either  at  once  or  over  a  period  of  a  few  years. 

In  many  instances,  the  practices  of  distinguishment  by  no 
means  are  uniform,  except  perhaps  in  the  public  utility  fields 
where  regulative  commission  bodies  require  strict  uniformity  in 
the  treatment  of  items.  In  other  organizations,  the  handling  of 
a  particular  problem  is  most  apt  to  be  left  to  the  individual 
auditor  on  the  assignment. 

Too  much  emphasis  cannot  be  placed  upon  the  need  for  a 
careful  consideration  of  circumstances  calling  for  the  differentia- 
tion between   capital   and   revenue   charges.     Every  item   and 
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total  encountered  by  the  auditor  in  his  work  should  be  viewed 
with  suspicion,  be  inspected  and  inquired  into  to  determine 
actually  what  has  occurred.  When  his  assignment  is  completed, 
he  must  be  certain  in  his  own  mind  as  to  the  amount  of  surplus 
as  adjusted  by  him,  and  as  displayed  in  the  Balance  Sheet  as 
corrected  by  him. 

Internal  Checks.  —  Because  a  great  amount  of  time  may 
be  consumed  in  making  an  audit  of  even  average  size,  the  auditor 
feels  justified  in  short-cutting  portions  of  the  work,  particularly 
that  concerned  with  the  detail  checking.  But  just  how  much 
detail  checking  he  should  perform  before  satisfying  himself 
that  everything  is  in  order  depends  to  a  considerable  extent  upon 
the  system  of  internal  check  in  operation. 

An  internal  check  arises  where  the  work  of  each  employee  bears 
such  a  relation  to  that  of  another  that  a  continual  internal  audit 
exists;  more  than  one  employee  is  responsible  in  recording  a 
transaction  completely.  Where  the  internal  check  system  is 
satisfactory,  collusion  between  two  or  more  persons  must  occur 
before  fraud  can  remain  undetected.  Collusion  occurs  from  time 
to  time  rather  than  frequently  since,  as  a  rule,  where  a  second 
person  is  approached  to  become  a  party  to  a  contemplated 
fraud  the  latter  is  apt,  even  though  not  inherently  honest,  to 
decide  that  it  is  more  to  his  advantage  to  report  the  incident 
and  secure  the  reward  of  a  supposedly  honesl  servant  rather 
than  run  the  risk  of  discovery  incident  to  being  a  party  to 
a  fraud.  Hence,  the  necessity  for  collusion  is  an  excellent 
safeguard,  and  one  upon  which  the  auditor  should  rely  to  a 
considerable  extent.  Internal  checks  do  not  eliminate  fraud 
entirely,  but  they  make  it  difficult  to  carry  out  and  the  ehai. 
detection  much  greater;  therefore,  such  a  system  acts  a- a  valu- 
able moral  check.  The  auditor  should  not  assume  everything 
to  be  in  order  just  because  he  believes  a  satisfactory  system  of 
internal  check  i>  in  operation  ami.  a-  a  result,  omit  entirely  the 
detail  checking  pro<  eduri  ■- ;  he  should  test  the  transactions  as 
exhaustively  as  conditions  seem  to  justify,  and  should  he  find 
irregularities,  he  should  attempt  to  have  his  instructions  altered, 
if  necessary,  to  include  a  complete  examination.  His  method 
of  approach  will  contemplate  an  attempt  to  find  the  weak  -pot- 
in  the  internal  check,  and.  for  the  most  part,  concentrate  his 
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efforts  thereon ;  he  should  satisfy  himself,  also,  that  the  internal 
checks  actually  are  carried  out,  doing  so  by  test-checking  here 
and  there  haphazard. 

The  more  an  auditor  can  rely  upon  internal  checks,  the  more  he 
can  get  away  from  a  large  part  of  the  detail  work,  and  thus  the 
more  time  he  will  have  available  for  matters  of  major  audit 
import.  The  extent  of  this  reliance  thereon,  with  its  resultant 
omission  of  checking  the  whole  of  the  detail  entries,  depends 
entirely  upon  the  set  of  circumstances  surrounding  the  particular 
assignment ;  this  question  must  be  decided  by  each  auditor  for 
himself.  The  accuracy  of  such  decision  depends  upon  his  skill, 
experience,  and  judgment ;  the  efficiency  of  the  audit  depends 
largely  upon  the  skill  with  which  this  problem  is  handled. 

A  proper  internal  check  can  be  secured  only  by  adopting  such 
a  system  as  guarantees  : 

i.  That  no  portion  of  the  accounting  work  will  be  done  under 
the  absolute  and  personal  control  of  any  one  individual. 

2.  That  the  activities  of  one  employee  will  be  complementary 
to  those  of  some  other  employee. 

3.  That  the  handling  of  all  money  will  be  safeguarded,  this 
applying  particularly  to  such  transactions  as  cash  sales, 
payrolls,  discounts,  freight,  etc. 

4.  That  the  incoming  and  outgoing  goods  will  be  handled 
properly  and  accounted  for  : 

a.  All  goods  paid  for  must  be  received. 

b.  All  goods  shipped  must  be  charged  to  customers. 

5.  That,  in  general,  the  employees  will  check  each  other's  work 
in  such  a  way  that  the  details  of  the  business  are  under  con- 
tinual audit. 

Although  the  internal  check  components  of  each  case  under 
review  differ  one  from  the  other,  the  following  general  points 
must  be  provided  for  carefully  : 

1.    As  to  cash  : 

a.  All  cash  received,  cash  or  checks,  must  be  deposited  in 
bank  —  as  daily. 

b.  All  cash  payments,  when  possible,  must  be  made  by 
check  and  every  such  payment  supported  by  a  properly 
authorized  voucher. 
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c.  All  small  payments  in  actual  cash  must  be  made  from  a 
petty  cash  fund  operated  on  the  imprest  basis. 

d.  The  cashier  shall  not  have  access  to  any  of  the  individual 
Ledgers  or  to  the  statements  sent  customers. 

2.  As  to  purchases.  All  goods  or  expenses  purchased  must  be 
evidenced  by  a  vendor's  or  creditor's  invoice.  These  must 
be  checked  as  to  additions  and  extensions,  be  duly  approved 
as  to  quantity  and  quality  by  persons  receiving  goods  and 
as  to  price  by  those  who  authorized  the  purchase.  Next, 
these  must  be  approved  for  payment  by  the  one  in  charge  of 
the  accounting  department,  after  which  they  should  be 
turned  over  to  someone  else  (as  treasurer)  for  payment. 

3.  As  to  sales.  All  sales  invoices  must  be  checked  as  to  ex- 
tensions and  additions  at  least  once  before  being  sent  out  to 
customers.  If  possible,  a  copy  of  the  sales  invoice  to  be 
retained  should  be  made  out  at  the  same  time  the  original  is 
prepared,  this  being  the  first  carbon  copy  thereof,  and  to- 
gether such  carbons  forming  the  Sales  Book  or  Sales  Regis- 
ter. By  so  doing,  an  exact  copy  of  the  invoice  sent  out  is 
secured  which  is  good  evidence  of  the  fact  that  the  actual 
sending  took  place. 

4.  As  to  Ledgers  : 

a.  The  General  Ledger  should  contain  a  controlling  account 
with  each  subsidiary  Ledger. 

b.  Each  subsidiary  Ledger  should  be  balanced  monthly 
against  its  General  Ledger  control. 

c.  Trial  Balances  drawn  from  the  Sales  Ledgers  should  in- 
dicate the  age  of  all  accounts  past  due. 

5.  As  to  miscellaneous  matters  : 

a.  All  incoming  mail  should  be  so  handled  that  the  cash 
therefrom  received  will  be  accounted  for  in  full. 

b.  The  payroll  system  should  prevent  padding,  and  provide 
for  the  detection  of  errors  in  time,  rates,  ami  extensions. 
A  yearly  vacation  musl  Ik-  taken  by  each  member  of  the 
office  staff  so  that  in  his  absence  a  stranger  will  be 
required  to  do  the  work  of  the  absent  employ* 

The  First  Audit.  Before  commencing  a  new  audit  assignment, 
the  auditor  should  determine  from  the  instructions  given  him 
by  his  employers  exactly  the  nature  and  scope  of  his  duties. 
Inasmuch  as  there  exjsts  frequently  in  the  minds  of  clit; 
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vagueness  as  to  what  constitutes  the  scope  of  the  work  of  an 
auditor,  the  latter  should  protect  himself  by  having  the  require- 
ments of  the  case  set  out  in  writing  and  agreed  to  by  the  client ; 
particularly  does  this  seem  true  where  the  audit  is  not  to  be  a 
complete  one.  The  contents  of  such  a  letter  of  engagement 
confirmation  are  illustrated  by  the  following : 

Syracuse,  New  York, 
December  28,  1923. 

Hancock  Manufacturing  Company, 

1920  Water  Street,  City. 

Attention:   Mr.  J.  B.  Hancock,  President. 

Gentlemen : 

This  letter  confirms  arrangements  agreed  to  by  you  in  our  conference 
held  at  your  office  December  27,  1923,  relative  to  the  audit  of  the  books 
and  records  of  the  Hancock  Manufacturing  Company,  for  the  year  ended 
December  31,  1923. 

This  audit  will  consist  of : 

1.  A  verification  of  assets  to  determine  that  they  are  all  accounted  for 
and  valued  properly ; 

2.  An  examination  of  liabilities  to  determine  if  all  obligations  in  existence 
have  been  incurred  properly  and  are  displayed  correctly ; 

3.  A  reconciliation  of  profits  to  ascertain  if  the  Surplus  account  is  stated 
properly. 

Insofar  as  seems  expedient,  we  shall  go  back  into  the  records  for  a  period  of 
two  years,  this  being  the  time  during  which  the  Hancock  Manufacturing 
Company  has  been  in  existence. 

Our  Mr.  Fox  will  be  at  your  office  on  January  7,  1924,  to  commence  the 
audit. 

The  audit  report  will  be  addressed  to  Mr.  J.  B.  Hancock,  President,  and  will 
reach  him  not  later  than  March  1,  1924. 

For  services  rendered,  the  fees  charged  will  be  : 

Senior  in  charge $35°°  Per  diem 

Each  assistant  required 20.00     "       " 

Supervision  by  firm  member 50.00     "       " 

In  addition,  whatever  expenses  are  incurred  by  us  on  your  behalf  will  be 
charged  to  the  Hancock  Manufacturing  Company. 

Yours  very  truly, 
I.  Work 
Work  &  Domuch 


SCOPE  OF  AN  AUDIT  19 

Next,  he  should  become  acquainted  thoroughly  with  the  exacl 
nature  of  the  undertaking,  and  with  the  technical  details  of  its 

transactions.  In  connection  herewith,  it  seems  to  be  advisable 
to  be  shown  through  the  plant  in  such  a  manner  that  the  various 
processes  and  divisions  may  be  encountered  in  logical  sequence. 
The  knowledge  secured  hereunder  enables  him  to  obtain  a  much 
more  complete  grasp  of  affairs,  and  appreciation  of  essentials 
than  would  be  the  case  if  his  activities  were  confined  only  to  the 
limits  of  the  office. 

Further,  if  he  deems  it  advisable,  the  auditor  should  prepare 
a  list  of  all  the  books  of  account,  with  the  names  of  those  in 
charge  of  each,  their  office  titles,  duties  and  authority.  Follow- 
ing this,  the  entire  system  of  accounts  and  the  internal  checks 
should  be  investigated,  even  to  the  point,  at  times,  of  securing  a 
written  statement  regarding  the  latter.  Only  after  this  has  been 
done,  is  he  in  a  position  to  lay  out  an  adequate  plan  of  procedure. 
Even  on  a  repeat  ease  he  ought  to  determine  first  whether  or  not 
any  change  has  occurred  in  such  system  during  the  interim  subse- 
quent to  the  last  examination. 

He  should  endeavor  to  see  that  the  system  is  such  that  every 
transaction  becomes  recorded  properly  in  the  books  of  account, 
that  no  possibility  exists  of  items  being  omitted  or  altered  acci- 
dentally or  on  purpose,  and  that  no  fraudulent  entries  can  be 
made  without  automatic  detection. 

Only  by  approaching  the  problem  somewhat  as  above  will  the 
auditor  be  in  a  position  to  \  isualize  the  principal  lines  along  which 
the  audit  will  develop;  the  structure  of  his  audit  plan  should 
bear  a  direct  relation  to  tin-  system  of  internal  c  hec  k>  urn  overed. 

In  order  to  illustrate  the  above,  assume  a  manufacturing  con 
cern  ;  tin-  particular  points  to  which  the  auditor  should  direct 
his  attention  may  be  as  under  : 

1.  How  is  cash  received  and  paid  out? 

2.  What  are  the  duties  of  the  1  ashier  relative  to  books  of  oriLri 
nal  entry  other  than  hi-  Cash  Books? 

3.  How  are  the  payrolls  pic  pared  and  wages  paid? 

4.  What  i^  the  procedure  for  handling  invoices  received,  up 
t<>  point  of  payment  ? 

5.  How  is  petty  cash  handled  and  controlled/ 
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6.  How  do  entries  reach  the  Customers'  and  Creditors'  Ledg- 
ers, and  how  are  the  balances  therein  checked  and  agreed  ? 

7.  How  do  the  Ledger  clerks  secure  the  control  figures  against 
which  they  must  check  ? 

8.  Etc. 

Further,  all  legal  documents  relating  to  the  activities  of  the 
concern  should  be  studied  carefully  and  notes  made  of  clauses 
likely  to  affect  the  accounts  with  which  he  should  be  familiar  as 
the  work  progresses. 

Vouchers.  —  In  auditing,  these  represent  all  documents  con- 
firming entries  made  upon  the  records.  Naturally,  every  entry 
upon  a  set  of  books  should  be  supported  by  a  properly  approved 
voucher.  It  is  noticed  later  that  the  work  of  examining  vouchers 
and  of  comparing  the  book  entries  therewith  constitutes  the 
major  portion  of  what  is  considered  frequently  to  be  the  mechani- 
cal work  of  an  audit  —  that  falling  primarily  to  the  lot  of  the 
junior  assistants. 

Principle  of  Charge  and  Discharge.  —  In  general,  an  auditor 
is  concerned  constantly  with  responsibility  and  accountability 
as  related  to : 

1.  An  entire  business  establishment.  Certain  values  flow  into 
a  business  and  certain  others  are  going  out  from  a  business 
constantly.     These  consist  of : 

a.  Cash 

b.  Paper  obligations  (checks,  notes,  contracts,  orders,  drafts) 

c.  Supplies  (stationery,  postage,  fuel,  etc.) 

d.  Depreciation  of  tangible  assets 

If  one,  theoretically,  personifies  a  business,  it  is  not  difficult 
to  comprehend  that  the  auditor  must  determine  (concerning 
transactions  with  outsiders) : 

a.  As  to  incoming  values,  the  charges  and  chargeability 

b.  As  to  outgoing  values,  the  discharges  and  dischargeability 

2.  The  various  organization  units  within  a  business  establish- 
ment : 

a.  Departments 

b.  Persons 

The  transactions  hereunder  are  either  departmental  or 
those  flowing  from  one  person  to  another.     The  auditor 
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must  examine  these,  keeping  in  mind  that,  concerning  the 
business  as  one  complete  unit,  transactions  may  not  repre- 
sent charges  and  discharges;  although  important  from  the 
viewpoint  of  accounting  and  auditing,  total  wealth  may  not 
be  changed  thereunder. 

The  type  of  audit  in  contemplation,  considered  later,  determines 
how  much  verification  the  auditor  will  make  as  to  responsibility 
and  accountability  of  : 

i.    The  whole  business 

2.  Departments  within  the  business 

3.  Persons  within  the  departments 

Detailed  Audit.  —  The  average  auditor  all  too  often  ignores 
the  matter  of  chargeability,  feeling  that  his  task  is  sufficiently 
accomplished  if  he  verifies  only  charges;  hence,  the  ordinary 
audit  as  made  is  decidedly  incomplete,  inasmuch  as: 

1.  Only  recorded  transactions  are  verified. 

2.  The  audit  does  not  determine  whether  all  items  that  should 
be  on  the  books  actually  are  there. 

High  caliber  professional  work  contemplates  much  more  than 
the  average  type  of  audit. 

In  order  to  make  an  audit,  it  is  necessary  to  select  some  starting 
point  so  that  the  auditor  may  verify  intelligently: 

1.  Values  which  have  come  into  the  business 

2.  Values  which  have  gone  out  from  the  business 

This  cut-off  point  may  be  said  to  be  : 

1.  The  date  upon  which  the  enterprise  began,  or 

2.  Some  later  date 

The  detailed  (or  complete)  audit  is  the  ideal  one.  Seemingly, 
it  commences  at  a  specified  pasl  date  and  end-  on  a  designated 
later  <me;  hence,  it  contemplates  the  verification  of  all  income 
and  expenditures  between  two  specific  date-.  In  general,  the 
auditor  accepts  as  correct  certain  figures  representing  account 
balance-  a-  of  the  first  date  agreed  upon,  and  then  verifies  the 
actual  charges  and  discharges  during  the  period  down  through 
and  inclusive  of  the  specified  later  date,  completely  checking 
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all  records,  footings,  postings,  vouchers,  etc.  But  inasmuch 
as  the  auditor  should  determine  the  truth  or  fallacy  of  the  facts 
so-called  coming  under  his  notice,  under  suspicious  circum- 
stances, he  must  scrutinize  the  records  and  documents  available 
as  far  back  as  is  deemed  necessary  and  expedient.  Therefore, 
under  a  so-called  detailed  audit,  limited  supposedly  as  to  start- 
ing point,  it  is  necessary  frequently  to  go  back  into  figures  of  a 
date  earlier  than  that  of  the  agreed-upon  point  of  commence- 
ment. The  auditor's  conduct  in  this  respect  usually  is  governed 
by  the  terms  of  his  hire-contract ;  because  of  the  limited  fee 
involved  in  a  given  case,  it  may  be  necessary  first  to  communi- 
cate with  the  client,  laying  before  him  his  suspicions  and  asking 
authority  (and  an  added  fee)  to  act  otherwise  as  to  the  period 
to  be  covered  in  the  original  hire-agreement. 

Only  under  the  detailed  audit  may  it  be  stated  that  the  actual 
charges  and  discharges  of  a  specified  period  are  verified.  In 
connection  herewith,  the  auditor  applies  a  formula  stated  some- 
what as : 

Values  at  beginning  of  period  (per  Statement  of  Condition  or 
Balance  Sheet) 

plus 

Values  coming  in  during  the  period  (charges) 

less 
Values  going  out  during  the  period  (discharges) 

equals 

Values  at  end  of  period  (per  Statement  of  Condition  or  Bal- 
ance Sheet) 

Since  the  verification  of  every  entry  and  transaction  is  infre- 
quent, the  detailed  audit  seldom  is  used  : 

i.  The  efficient  auditor's  time  is  an  expensive  purchase; 
hence,  only  rarely  is  a  client  found  willing  to  pay  for  abso- 
lute completeness. 

2.  The  detailed  audit,  practically,  contemplates  the  duplica- 
tion by  the  auditor  of  all  the  bookkeeping  work  already 
done;  naturally,  in  so  doing,  an  unreasonable  and  imprac- 
tical amount  of  time  is  consumed,  especially  where  a  satis- 
factory internal  check  is  in  operation. 
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The  natural  conclusion,  therefore,  is  that  the  auditor  must  de- 
cide what  portions  of  the  work  require  minute  inspection  and 
what  sections  may  be  covered  with  a  lesser  expenditure  of  effort. 
On  this  point,  his  determination  should  be  the  result  of: 

1.  Technical  correct  judgment  as  to  the  weak  and  strong  spots 
in  an  organization^  system  of  internal  cheek 

j.  The  system  of  accounts  in  use  within  the  particular  estab- 
lishment 

Balance  Sheet  Audit.  —  The  substitute  evolved  in  place  of 
the  detailed  audit  i>  known  as  the  Balance  Sheet  audit.  This 
seems  to  be  entirely  an  American  product  developed  to  a  remark- 
able degree  probably  because  of  the  emphasis  American  business 
ha-  placed  upon  the  matter  of  internal  organization.  The 
better  the  internal  organization,  the  less  is  the  need  of  a  detailed 
checking,  and  the  more  may  be  the  reliance  placed  upon  a  testing 
process  picking  out  and  verifying  a  number  of  transactions 
of  the  period  being  reviewed.  If  these  selected  transactions 
are  found  to  be  correct,  the  whole  collection  for  the  entire 
period  is  assumed  as  having  been  handled  satisfactorily. 

The  Balance  Sheet  audit : 

1.  Verifies  tin-  assets  and  the  liabilities  as  on  a  specific  date. 

2.  Contemplates  an  analysis  of  the  profit  and  loss  accounts 
sufficiently  exhaustive  so  that  the  auditor  is  satisfied  the 
Surplu>  set  out  in  his  Balance  Sheet  is  reasonably  correct. 

In  the  verification  of  one  particular  Balance  Sheet  or  post-clos- 
ing Trial  Balance,  the  scope  of  this  type  of  audit  may  be  shown  : 

1.  A-  to  assets  thereon  : 

a.  Determination  of  actual  possession  thereof  as  on  Balance 

Sheet    date 

b.  Determination  of  whether  valuations  thereof  were  ton 

•  vat  he 

c.  I  >etermi  nation  of  existence  of  other  assets  not  thus  shown 

2.  As  to  liabilities  thereon  : 

</.    Determination  of  actual  and  proper  incur  rem  e 
b.  Determination  "i  full  in<  lusion  ^\  all 

3.  As  to  -nrplu>  : 

a.  Analysis  to  determine  that  proper  capital  and  revenue 
distin<  tions  wen-  made  in  the  accounts 
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From  the  above,  it  is  noticed  that  the  Balance  Sheet  audit 
does  not  contemplate  the  close  application  of  the  principle  of 
charge  and  discharge,  since  it  does  not  wholly  represent  an  audit 
of  values  coming  in  and  going  out  between  two  set  dates.  Prac- 
tically, however,  a  clear  line  of  separation  does  not  seem  to  exist 
between  these  two  kinds  of  audits.  The  auditor  must  reach  a 
certain  conclusion  to  which  he  is  willing  to  certify  and  in  order 
to  do  so  he  must  make  use  of  whatever  procedures  he  deems 
necessary  to  enable  this  to  be  done ;  hence,  in  many  ways,  in 
practice,  the  two  seem  to  shade  into  each  other.  This  blending 
occurs  at  such  variable  points  in  particular  assignments  that  it 
seems  illogical,  if  not  impossible,  to  formulate  a  particular  set  of 
rules  to  be  followed  in  every  case.  A  careful  study  and  scrutiny 
of  what  follows  in  this  book  cannot  do  more  than  indicate  gen- 
eral scope  and  nature.  Only  experience  enables  one  to  dis- 
criminate in  making  a  particular  audit. 

On  the  other  hand,  however,  a  certain  standard  has  been  set 
for  the  making  of  a  Balance  Sheet  audit  in  a  bulletin  of  the 
Federal  Reserve  Board  titled  "  Approved  Methods  for  the  Prepa- 
ration of  Balance  Sheet  Statements."  This  was  the  first 
publication  of  its  kind  attempting  to  set  forth  a  reasonable  re- 
sponsibility as  contemplated  in  a  Balance  Sheet  audit.  One  may 
state  without  much  fear  of  contradiction  that  an  auditor  may 
do  considerably  more  on  a  particular  assignment  than  is  contem- 
plated in  this  publication  —  which  has  the  approval  of  the 
American  Institute  of  Accountants  —  but  he  should  reach  at 
least  the  standard  therein  indicated.  Because  of  such  fact,  a 
copy  of  this  bulletin  should  be  in  the  hands  of  every  auditing 
student  and  every  accounting  office.  Not  only  does  it  set  a 
standard  for  Balance  Sheet  audit  procedure,  but  it  is  extremely 
valuable  as  a  document  against  which  to  check  an  audit  plan 
after  the  latter  has  been  prepared  so  as  to  avoid  overlooking  some 
point  therein. 

To  recapitulate :  If  inquiry  by  the  auditor  develops  the  fact 
that  a  satisfactory  system  of  internal  check  prevails  in  the  par- 
ticular organization  to  be  audited  —  by  means  of  which  the  work 
of  one  employee  is  verified  and  approved  by  another  —  this 
internal  check  may  be  relied  upon  somewhat  as  substantially 
guaranteeing   routine   accuracy.     Hereunder,   a   Balance   Sheet 
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audit  is  in  order  by  means  of  which  the  assets  are  verified  as  to 
existence,  ownership,  and  reasonable  valuation ;  by  means  of 
which  an  attempt  is  made  to  have  all  liabilities  shown  upon  Un- 
corrected Balance  Sheet,  based  upon  proper  incurrence ;  by 
means  of  which  operations  are  examined  sufficiently  so  that  the 
auditor  is  assured  profits  have  been  stated  with  reasonable 
accuracy.  Further,  being  satisfied  with  the  sufficiency  of  the 
system  of  internal  check,  the  Balance  Sheet  audit  is  presumed  to 
guarantee  the  client  a  reasonable  assurance  that  he  is  protected 
against  the  possibility  of  defalcations.  On  the  other  hand,  if 
the  internal  check  system  is  not  adequate,  a  detailed  audit  is 
preferable. 

Sundry  Kinds  of  Audits.  —  The  terms  with  which  one  may 
come  into  contact,  used  to  describe  particular  types  of  audits 
and  the  general  scope  of  the  auditor's  work  thereunder,  are 
somewhat  numerous  and.  frequently,  the  meanings  do  not 
seem  to  be  as  dear  as  one  would  desire.  Briefly,  in  addition 
to  the  two  general  classes  or  kinds  of  audits  mentioned  above, 
those  summarized  below  may  be  encountered;  note  the  tend- 
ency, from  time  to  time,  of  an  overlapping  in  meaning.  In 
any  event,  an  audit  may  be  carried  out  either  continuously,  at 
specified  or  unspecified  interim  dates,  or  entirely  after  the  period 

under  review  IS  ended  : 

1.  Completed  or  final  audit.  This  is  understood  commonly  as 
one  not  commenced  until  after  the  books  are  closed  at  the 
end  of  the  fiscal  period,  and  then  carried  to  completion  by  a 
continuous  procedure.  The  scope  of  the  audit  seems  to  be 
that  of  a  detailed  audit,  a  most  satisfactory  type  particu- 
larly in  the  case  of  small  concerns;  in  large  undertakings, 
however,  the  amount  of  time  consumed  by  the  audit  is  so 
considerable  that  the  audited  statements  cannot  be  pre- 
pared within  a  reasonable  time  after  the  period's  <  lose  to  be 
of  advantage  to  tin-  enterprise. 

2.  Periodical   audit.    This   seems   to   be   synonymous   with 

impleted  audit." 
Genera]  audit.    Apparently,  this  term  i-  not  in  common 
.   undoubtedly,  it  refers  to  a  general  Lr"inLr  over  ol  all 
rds  for  a  certain  period  of  time  ;  hen<  e,  it  seems  to  refer 
detailed  audit. 
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4.  Payroll  audit.  This  relates  to  an  audit  of  all  the  activities 
concerned  with  payrolls.  Its  extent  depends  upon  the  sys- 
tem of  internal  check.  All  payrolls  should  be  certified  to  by 
the  signatures  of  the  officials  responsible  therefor.  Can- 
celled checks  covering  wages  and  salary  payments  should  be 
tested  carefully  against  the  payrolls ;  payroll  footings 
should  be  verified ;  employment  cards  should  be  used  to 
vouch  the  payrolls ;  the  Directors'  Minutes  should  be 
scrutinized. 

5.  Cash  audit.  No  such  audit  really  exists,  in  the  true  sense 
of  the  term  "audit,"  since  an  audit  limited  only  to  the  cash 
records  cannot  be  anything  but  incomplete  and  unsatisfac- 
tory. If  the  above  criticism  is  not  applicable  to  a  particu- 
lar assignment  completed,  then  the  auditor  has  scrutinized 
records  other  than  cash  records  which  are  complementary  to 
the  Cash  account.  If  applied  to  the  audit  of  a  cashier's 
accounts,  as  to  those  of  a  treasurer  of  a  corporation,  the 
cash  records  and  supporting  documents,  papers,  and  books 
must  be  examined  ;  the  purpose  is  to  determine  if  there  has 
been  any  error  or  fraud  in  handling  cash.  This  would  be, 
however,  an  investigation  rather  than  an  audit. 

6.  Annual  audit.  Any  audit  made  annually  is  an  annual 
audit.  It  would  seem,  however,  that  a  detailed  audit  con- 
ducted annually  is  comprehended  by  the  term. 

7.  Complete  audit.  This  is  a  detailed  audit.  It  may  be  a 
completed  (periodical)  audit  or  a  continuous  audit. 

8.  Continuous  (interim)  audit.  This  is  a  detailed  audit  exe- 
cuted either  by  having  the  auditor's  staff  occupied  continu- 
ously on  the  books  during  the  entire  year,  or  by  having  the 
work  done  piecemeal  —  at  intervals  during  the  accounting 
period  and  just  after  its  close.  In  the  latter  instance,  the 
audit  is  periodic  to  the  extent  of  being  monthly,  quarterly, 
or  semi-annually.  As  to  each  portion  of  time  covered,  dur- 
ing the  fiscal  period,  a  report  of  progress  is  made  rather  than 
but  one  final  report  which  is  reserved  for  the  end  of  such 
period.  A  continuous  audit  seems  adaptable  to  a  situation 
particularly  in  which  the  work  involved  is  considerable. 
Its  advantages  over  an  audit  commenced  after  the  close  of  a 
fiscal  period  are : 

a.  More  detail  checking  can  be  performed. 

b.  Errors  are  discovered  and  corrected  more  promptly ;   in 
the  event  of  fraud,  the  early  discovery  gives  the  person 
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guilty  thereof  less  time  to  operate  with  the  result  that  the 
amount  involved  may  be  much  less  than  would  have  been 
the  case  had  the  audit  not  been  commenced  until  after 
the  close  of  the  financial  period. 

c.  The  accounting  department  is  kept  on  the  qui  vive  to 
have  their  work  caught  up  currently  and  correct. 

d.  A  closer  relationship  is  created  between  auditor  and 
client  than  is  possible  where  an  audit  is  made  only 
yearly  or  infrequently. 

e.  The  audit  can  be  completed  more  quickly  after  the 
period's  close  than  otherwise  would  be  the  case. 

/.  Current  operation  tendencies  are  brought  to  the  atten- 
tion of  the  management  before  too  long  a  time  has 
elapsed. 

Nevertheless,  certain  marked  disadvantages  should  be  re- 
membered : 

<z.  More  of  an  auditor's  time  is  apt  to  be  consumed  than 
otherwise  might  be  the  case  ;  this  means  increased  audit 
cost. 

b.  A  possibility  is  presented  of  having  figure-  altered,  after 
having  been  cheeked  and  passed  by  the  auditor,  either 
innocently  or  fraudulently. 

C.  Inasmuch  as  such  an  audit  is  not  carried  through  to  com- 
pletion at  one  time,  it  is  possible  for  the  auditor  in  (harm- 
to  lose  the  thread  of  a  certain  portion  of  the  work  related 
to  transactions  left  open  at  the  time  of  the  last  visit. 

These  various  disadvantages,  however,  may  be  guarded 
againsl   in  such  a  manner  a-  to  minimize  their  effect.      To 

thlS  end.  the  following  is  Suggested  : 

a.  \o  alteration-  in  figures  should  be  permitted,  once  the 
auditor  ha-  passed  them,  and  special  t it  k  mark-  or 
note-  should  be  used  covering  figures  erased  or  otherwise 

altered   -<>  that   on  later  \i-it-  it    may  be  noted   readily 

that  the  new  figures  are  those  a<  tually  seen. 

b.  Ln  order  to  prevent  juggling  figures  in  the  General  Ledger 

after  the  auditor  ha-  checked  them,  two  courses  of  ; 

1  open  : 

i.    Where  the  General  Ledger  work  i-  not  voluminous,  it 
may  be  advisable  to  forego  doing  such  until  the  final 
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Trial  Balance  is  drawn  and  the  books  closed.  This 
would  mean  that  the  interim  activities  comprehend 
vouching  the  cash,  footing  subsidiary  records,  work 
on  the  Customers'  and  Creditors'  Ledgers,  etc. 

ii.  Where  the  General  Ledger  work  cannot  be  left  until 
the  end  of  the  period,  all  account  totals  should  be 
drawn  off  up  through  the  date  of  each  checking  so 
that  these  may  be  verified  at  the  next  visit  to  deter- 
mine that  no  manipulation  has  occurred. 

c.  If  an  auditor  has  a  staff  of  sufficient  size  to  warrant  it,  no 
one  operative  should  make  two  consecutive  audits  of  the 
same  business. 

d.  The  contact  with  the  auditor's  office  should  not  be  so  fre- 
quent that  the  latter  is  in  touch  continually  with  the 
variations  taking  place  within  the  client's  business ; 
otherwise,  procedures  will  not  be  applied  as  carefully  as 
if  the  client  were  a  new  one.  Perhaps  it  is  not  going  too 
far  to  suggest  that,  although  the  continuous  audit  has 
specific  value,  it  should  not  be  necessary  more  than 
quarterly. 

Regardless  of  the  method  by  means  of  which  the  continuous 
audit  may  be  approached,  the  auditor  should  exercise  great 
care  and  supervision  in  the  conduct  of  the  work,  and  should 
be  aided  by  the  judicious  use  of  notes  as  necessary. 

9.  Special  examination  (investigation).  These  are  carried  out 
to  secure  particular  information  which  a  client  desires,  ac- 
cording to  the  nature  of  the  hire-contract.  The  following 
types  are  representative,  as  in  connection  with  : 

a.  Sale  or  purchase  of  a  business 

b.  Suspected  fraud 

c.  Retirement  of  a  partner 

d.  Securing  information  required  by  : 

i.  Creditors,  prospective  creditors,  stockholders 
ii.  Parties  to  disputes  or  litigations 

e.  Consolidations  and  reorganizations 
/.   Etc. 

Specific  Responsibility  under  Varying  Audit  Conditions.  — 
The  liability  and  responsibility  of  an  auditor  should  be  limited 
both    by    the    nature    of    the    particular    assignment    and  the 
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instructions  received  from  the  client.  If  his  possible  actions  have 
been  circumscribed  by  limitations,  he  should  follow  the  in- 
structions received  ;  however,  if  in  the  course  of  his  work  he  has 
reason  to  believe  or  suspect  that  errors  exist  outside  the  scope 
contemplated  by  his  orders,  he  should  report  his  conclusions 
thereon  and  request  further  instructions. 

In  case  he  is  to  work  without  limitation,  in  a  detailed  audit  he 
should  assume  full  responsibility.  In  the  event  of  a  Balance 
Sheet  audit,  his  certificate  should  contain  no  qualification  beyond 
that  which  relates  to  the  Surplus  account  as  part  of  net  worth  ; 
it  should  be  shown  that  no  detailed  audit  of  operations  was  made. 
In  order  to  grant  a  Certificate  of  Audit  under  unlimited  instruc- 
tions, he  must  satisfy  himself  as  far  as  possible  that  his  deduc- 
tions are  correct,  that  the  adjustments  to  bring  the  records  in 
agreement  therewith  are  as  they  should  be. 

Frequently,  an  auditor  secures  a  client  who  has  had  his  books 
audited  in  the  past  by  another.  Hereunder,  the  question  arises 
as  to  the  stand  to  be  taken  by  him  as  to  the  work  done  by  his 
predecessor.  In  the  absence  of  instructions  to  the  contrary, 
it  would  seem  that  he  should  accept  the  correctness  of  the  other's 
wnrk.  provided  he  is  satisfied  that  this  person  was  competent; 
otherwise,  he  i-  justified  in  reviewing  the  former's  work. 

Classes  of  Professional  Auditors.  —  Practicing  accountants 
operate  either  as  individuals  or  partnerships;  the  corporate 
form  of  organization  for  an  accounting  office  ^  frowned  upon  by 
tin-  profession  at  large,  and  undoubtedly  would  be  by  legal 
opinion  '"The  legislature  in  authorizing  tin-  formation  of  cor- 
porations to  carry  on  '  any  lawful  business1  did  not  intend  t<> 
include  the  work  of  the  learned  professions."  See  Re  Co-opera- 
live  Law  Co..  [98  X.  Y.  170  .  Seemingly,  the  partnership  form 
of  organization  is  preferable  since  two  minds  arc  bitter  than 
one  in  reaching  a  satisfai  tory  decision  upon  an  important  matter. 
The  larger  accounting  firms  have  the  following  classification  ot 
operatives,  a-  a  rule  : 

1.  Partner-  '(trim  ip 

2.  Supervising  or  managing  senior 
In  .  barge  .i.  <  ountants    -eniors) 

4.   Semi  seniors 
5-  Juni 
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On  the  other  hand,  the  smaller  firms  classify  their  operatives 
as : 

i.    Partners 

2.  Seniors 

3.  Juniors 

One  who  begins  work  upon  a  professional  staff  does  so  in  the 
capacity  of  a  junior  (a  beginner).  At  first,  the  junior  usually 
is  given  clerical  duties  around  the  office  in  order  to  become 
acquainted  with  firm  policies  and  practices.  Later,  he  is  assigned 
to  toil  under  the  direction  of  a  senior  who  is  familiar  with  field 
operations,  and  by  him  he  is  instructed  in  detail  as  to  just  what 
to  do  and  how  to  do  it.  In  the  course  of  time,  the  junior  re- 
ceives but  general  instructions  from  the  senior,  who  may  or  may 
not  then  go  with  him  on  a  case,  and  he  is  expected  to  know 
how  to  handle  the  work  thus  assigned.  Still  later,  according  to 
development,  the  junior  may  be  given  small  assignments  to  work 
out  by  himself ;  if  he  is  successful  in  this,  he  may  be  known  as  a 
semi-senior.  The  entire  matter  of  promotion,  one  stage  to 
another,  depends  upon  his  winning  the  confidence  of  the 
members  of  his  firm  sufficiently  to  be  given  tasks  of  increasing 
importance. 

Basically,  a  junior's  duties  vary  in  accord  with  his  training 
and  ability ;  they  contemplate  work  in  connection  with  all  or 
most  of  the  following  : 

Counting  cash,  notes,  and  securities 

Verification  of  bank  and  cash  balances,  notes,  and  securities 

Reading  Minutes  (at  times) 

Drawing  Trial  Balances  (at  times) 

Checking  footings,  postings,  inventories 

Testing  postings 

Vouching  entries 

Preparing  account  analyses  and  schedules 


Each  senior  may  have  one  or  more  juniors  under  his  super- 
vision depending  upon  the  nature  and  extent  of  the  case  in  hand. 
He  is  expected  to  plan  their  work  and  direct  them  in  its  execu- 
tion. He  decides  the  difficult  questions  that  arise,  unless  so 
complex  in  nature  that  contact  with  the  home  office  first  is 
necessary.     He  makes  a  complete  report  of  each  case  as  finished, 
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accompanied  by  the  working  papers  thereon  properly  arranged 
which  show  in  detail  what  he  has  done  and  the  conclusions  drawn. 
At  times,  he  may  prepare  the  final  report  that  goes  to  the  client 
although,  should  this  be  done,  the  report  would  be  reviewed 
later  by  one  of  the  members  of  the  accounting  firm. 

The  Engagement  or  Case.  — -  Before  an  assignment  is  accepted, 
the  auditor  should  determine  the  legal  responsibility  of  the  pro- 
spective client  toward  the  case  in  hand  ;  and  for  reasons  already 
given,  it  is  advisable  to  secure  a  definite  written  contract  cover- 
ing the  work  to  be  done. 

It  is  customary  for  auditors  to  use  an  Engagement  Blank  for 
each  assignment  so  that  the  particular  stipulations  thereof  will 
make  an  intelligent  contact  possible.  In  order  to  determine 
what  work  must  be  done,  it  is  necessary  to  know  what  has  been 
contracted  for  by  the  client.  One  form  of  Engagement  Blank  is 
illustrated  post  in  Chapter  15.  Although  variations  are  en- 
countered, all  facts  connected  with  the  agreement  made  with  the 
client  should  be  shown.  Further,  the  auditor  should  carry  a 
copy  of  the  blank  with  him  on  the  case. 

Next,  before  going  out  on  an  engagement,  a  Utter  of  intro- 
duction should  be  secured.  A  propel  introduction  is  necessary 
before  a  member  of  the  auditor's  stalT  will  be  permitted  to  walk 
into  an  office  and  begin  an  audit  of  the  books  and  records.  Fur- 
ther, if  an  out-of-town  case  is  in  hand,  time  reports,  expense 
reports,  expense  funds,  railroad  and  Pullman  tickets  must  be 
secured.  Finally,  in  the  matter  of  equipment,  analysis,  Journal 
(and  Ledger)  paper  are  needed  (analysis  paper  probably  14 
columns  per  sheet)  ;  black,  blue-,  and  red  pencils,  -mall  ruler  and 
eraser,  pen  points  and  penholders,  memorandum  book,  blank 
bank  certificates.  All  of  this  equipment,  preferably,  should  be 
placed  in  a  leather  brief  case  or,  in  the  absence  thereof,  in  a  strong 
envelope  carrying  both  accountant's  and  client's  name  and  ail- 
dress  ;   the  client's  name  and  address  may  be  omitted  therefrom. 

The  auditor's  memorandum  book  or  diary  i-  a  most  important 
article.  In  this,  a  daily  record  is  kept  of  work  done,  the  time- 
consumed  thereon,  and  particulars  of  interest  :  also,  expense 
details  are  entered  in  it.  Hem  e,  detailed  information  i-  available 
in  this  book  from  which  both  the  time-  and  expense  report-  arc- 
prepared.     Further,  painstaking  (  arc-  in  writing  up  this  nieinoran- 
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dum  record  does  not  represent  wasted  effort  since  frequently,  at 
a  later  date,  this  diary  may  be  of  great  importance  when  the  audi- 
tor is  called  upon  to  testify  in  Court  in  connection  with  which  it 
is  necessary  to  establish  what  was  done  on  a  specific  day  at  a 
certain  hour. 

All  papers  being  prepared  upon  a  case  at  all  times  should  be 
kept  in  the  personal  custody  of  one  of  the  auditors.  This  means 
they  are  taken  with  him  at  lunch  and  at  night,  unless  circum- 
stances permit  their  being  placed  in  the  client's  safe ;  undoubt- 
edly, the  better  practice  is  to  keep  these  in  the  personal  possession 
of  one  of  the  auditor's  staff. 

Auditor's  Attitude  and  Conduct  in  Contact  with  Office  Force. — 
As  a  basic  proposition,  the  auditor  should  remember  that  the  in- 
terests of  the  personnel  of  the  client's  accounting  department  are 
apt  to  be  diversified,  and  he  ought  to  govern  himself  accordingly  : 

i.  Certain  employees  may  be  interested  vitally  to  have  the 
records  hold  every  possible  charge  that  can  be  sent  against 
an  asset  account.  In  many  instances,  the  income  of  cer- 
tain employees  is  dependent  and  payable  upon  the  showing 
of  a  state  of  solvency. 

2.  Certain  employees  may  be  interested  vitally  to  have  the 
records  hold  as  few  charges  against  the  asset  accounts  as 
possible : 

a.  These  persons,  or  someone  behind  them,  may  desire  the 
spreading  of  a  rumor  of  coming  disaster  so  that  an 
interest  in  the  concern  may  be  secured  at  moderate  cost. 

b.  Other  persons,  individually  responsible  for  property  as 
represented  in  the  accounts  kept  by  them,  may  desire  to 
show  as  small  an  amount  of  property  in  their  charge  as 
possible  so  that  they  can  make  way  with  portions  of  it 
from  time  to  time  : 

i.  Accounts  and  notes  receivable.  The  smaller  the 
amounts  thereof,  the  less  will  be  the  accountability 
for  collections. 

ii.  Goods.  The  smaller  the  amounts  thereof,  the  more 
may  be  appropriated  to  personal  use. 

Further,  too  much  emphasis  cannot  be  placed  upon  the  impor- 
tance of  an  auditor's  personal  contact  with  the  client  and  the  hit- 
ter's office  force.     Briefly,  the  following  points  arc  illustrative  : 


SCOPE  OF  AN  AUDIT  33 

1.  Be  prompt  and  neat  in  appearance;  wear  inconspicuous 
clothing. 

2.  Be  tactful  under  almost  all  situations.  Since  the  adoption 
of  recommendations  cannot  be  forced,  tact  is  necessary  to 
gain  important  points  which  will  arise.  Trivial  matters 
should  not  be  taken  too  seriously. 

3.  Be  courteous,  but  do  not  overreach  and  become  familiar. 
Eliminate  argument  and  discussion  with  client's  staff,  and 
with  brother  accountants  during  office  hours.  Use  the 
title  of  "Mister"  in  addressing  all  men,  so  that  a  quiet 
dignity  may  be  emphasized.  Use  correct  English  under 
all  circumstances ;  eliminate  all  slang  expressions. 

4.  Secure  cooperation  of  client's  staff.  This  may  be  done 
by  showing  an  inclination  to  be  of  help  and  service  rather 
than  by  any  display  of  authority.  Such  cooperation  is 
never  attained  by  conversing  freely  with  members  of  the 
client's  staff,  beyond  what  is  absolutely  necessary.  Fur- 
ther, do  not  assume  all  men  are  crooks.  Relations  should 
be  open  and  above  board.  When  so.  there  may  be  but 
slight  difficulty  in  securing  the  unqualified  right,  privilege, 
and  authority  to  investigate  as  the  auditor  deems  best. 
Presumably,  the  management  has  granted  authority  to  do 
the  work,  but  many  obstacles  may  be  thrown  in  the  audi- 
tor's way  by  both  management  and  office  employees  if 
these  Uel  the  auditor  uses  illegitimate  and  underhanded 
prai  tit  1 

a.  In  general,  illegitimate  information  should  not  be  con- 
sidered  as  authoritative.  Only  in  rare  instances  in- 
formation secured  from  unauthorized  and  irresponsible 
clerks,  apparently  disloyal  to  their  organization,  will 
prove  of  permanent  benefit.  Infrequently,  as  where 
an  auditor  is  ordered  from  the  outside  to  make  an 
examination,  and  where  everyone  within  re>ent>  his 
presence,  may  he  decide  to  encourage  the  receipt  of 
information  from  all  possible  SOUI 

b.  Open  and  legitimate  -ULrL.re-tions  from   the  office  lone 
relative  t<>  office  procedure,  should  be  welcomed,  and 
advantage   taken    thereof.      In   no  better  way.   practi 
cally,  can  an  auditor  familiarize  himself  quickly  with 
local  conditions. 

1  c  authority  and  responsibility  follow  the  office  organi 

tion  (.hart.     The  auditor  should  secure  a  copy  of  this 
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chart  if  there  is  one  in  existence,  and  govern  himself  accord- 
ingly, thereby  eliminating  the  chance  of  possible  later 
embarrassment.  At  the  proper  time,  instructions  will  be 
given  by  the  office  manager  to  place  records,  memos,  etc., 
at  the  auditor's  disposal. 

5.  Use  discretion  in  making  arrangements  for  securing  the 
books  needed ;  select  times  when  particular  records  are 
apt  to  be  idle,  and  arrange  the  work  so  that  the  time  in 
between  is  not  wasted. 

6.  Learn  to  concentrate  upon  the  work,  regardless  of  location. 

7.  Be  enthusiastic  in  executing  the  duties  assigned. 

8.  Exercise  eternal  vigilance. 

9.  A  junior  should  ask  no  questions  of  the  client's  staff.  He 
should  report  only  to  his  senior,  and  use  discretion  as  to 
matters  taken  up  with  him.  Be  slow  in  reporting  errors ; 
think  before  jumping  at  conclusions.  An  efficient  auditor 
is  a  most  non-committal  individual,  ever  on  the  alert  to 
refrain  in  any  way  from  pledging  himself,  by  implication, 
to  a  certain  course  of  action.  By  the  exercise  of  care  and 
circumspection,  the  ideal  auditor  will  guard  against  deceit, 
error,  and  surprise.  With  a  mixture  of  business  common 
sense  and  professional  technique  he  tests  the  assets  im- 
partially and  firmly,  with  the  ultimate  object  of  the 
audit  in  mind  at  all  times,  and  with  the  idea  of  safeguard- 
ing the  interests  of  his  clients  at  every  step.  Ceaseless 
caution  and  constant  watchfulness  over  himself  and  over 
others  are  of  paramount  importance. 

10.  Secure  as  comfortable  a  place  as  possible  in  which  to  work, 
with  plenty  of  light  and  desk  or  table  space  (preferably  in 
a  separate  room) ;  but  one  should  adapt  himself  to  existing 
circumstances. 

1 1 .  Regardless  of  how  painful  the  attempt  may  be,  be  a  gentle- 
man. 

The  junior  accountant  cannot  become  a  senior  in  one  jump,  at 
least  in  offices  of  repute.  Ability,  tact,  appearance,  etc.,  all 
have  a  part  in  one's  rise  from  junior  capacity  to  senior  rank.  An 
appearance  of  ability  on  the  part  of  a  junior  is  of  considerable 
help  in  securing  a  client's  confidence ;  without  confidence  on 
his  part,  unnecessary  handicaps  are  encountered.  Neverthe- 
less, actual  ability  cannot  be  displaced  by  mere  appearance 
thereof ;    hence,  the  junior  should  do  everything  that  will  secure 
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for  him  actual  knowledge.  He  should  bend  every  effort  to 
develop  an  analytical  mind,  the  ability  to  criticize  construc- 
tively, and  the  power  of  imagination. 

Working  Papers.  —  It  is  difficult  for  the  auditor  to  control  his 
work  in  connection  with  account  verification,  examination,  and 
investigation  unless  he  lays  his  plans  most  carefully.  Even  upon 
a  relatively  small  assignment  it  is  necessary  to  make  an  analysis 
of  the  content  of  certain  records,  to  make  comments  as  to  conclu- 
sions drawn  relative  to  particular  elements,  to  correct  and  adjust 
both  entries  and  accounts,  and  to  prepare  statements  and  a  re- 
port. Therefore,  as  a  matter  of  protection,  it  is  necessary  to  have 
such  facts  and  conditions  reduced  to  writing  ;  these  written  sheets 
that  accumulate,  representing  a  complete  record  of  the  work  done 
upon  an  assignment,  from  the  facts  of  which  the  final  statements 
and  report  are  prepared,  are  known  as  "  working  papers." 

The  above  represents  the  major  purpose  of  preparing  working 
papers.  But  since  a  lesser  usefulness  exists  as  well,  the  following 
summary  is  offered  : 

1.  Major  purpose : 

a.  To  justify,  support  and  furnish  facts  for  the  preparation 
of  the  auditor's  final  typewritten  or  printed  report  on  a 
particular  case 

2.  Minor  purpose : 

a.  To  enable  the  ready  substitution  of  one  accountant  for 
another  on  a  particular  assignment  : 

i.   During  the  current  audit 
ii.  At  a  subsequent  date 

b.  To  permit  of  intelligible  testimony  being  uriven  in  Court, 
should  developments  demand  such  activity 

C.   To  become  the  basis  of  subsequent  work  for  the  same 

1  lient 
d.  To  be  used  as  a  reservoir  of  valuable  information  and 

ideas  which  may  prove  of  worth  in  giving  all  clients  a 

better  and  more  economical  service  than  otherwise  would 

be  the  case 

In  other  words,  an  auditor*^  working  papers  represent  his 
ord  of  each   case    upon    which   he   has   worked.     They    arc    tin- 
papers  upon  which  he  has  accumulated  his  data  concerning  a 
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given  examination,  and  copies  of  those  which  are  drawn  up  from 
the  data  sheets  for  inclusion  in  the  final  report.  The  rise  of  a 
junior  into  the  first  steps  of  a  senior's  work  is  marked  by  his  being 
assigned  the  preparation  of  working  papers. 

Working  papers  cannot  be  prepared  too  carefully.  Undoubt- 
edly, the  mental  characteristics  of  an  auditor,  his  ability  and 
ingenuity,  are  reflected  by  them.  Hence,  neatness,  care,  and  lucid- 
ity should  be  observed  at  all  times  in  their  preparation.  Further, 
consistency  and  uniformity  should  be  followed  in  making  them ; 
this  requires  thought.  Seldom  is  a  set  of  papers  encountered 
containing  all  essential  information  only ;  usually,  they  hold  too 
little  information  (a  pathetic  situation)  or  too  much  (preferred 
to  too  little,  but  still  subject  to  criticism).  Experience  as  an 
auditor  is  the  only  means  for  reaching  the  highest  state  of  pro- 
ficiency in  their  preparation. 

The  junior  must  realize  quickly  the  great  importance  and  re- 
sponsibility attached  to  his  custodianship  of  a  set  of  working 
papers.  Careless  handling  of  them  is  absolutely  inexcusable. 
This  applies  to  the  papers  prepared  by  him  as  well  as  to  those 
prepared  by  the  senior  and  intrusted  to  his  care. 

Paper  Color  and  Quality  - —  Use  of  Ink.  —  Paper  used  by 
auditors  may  be  white,  buff,  or  light  blue.  A  distinctive  color  is 
advisable  so  that  working  papers  will  not  be  confused  with  the 
ordinary  documents  and  records  found  in  an  accountant's  office. 
Further,  the  color  selected  should  subject  the  eyes  to  the  least 
possible  strain,  especially  under  electric  lights  ;  this  is  a  matter  of 
opinion  to  be  settled  by  the  particular  accountant  concerned. 
Further,  the  quality  should  be  such  as  will  permit  the  use  of  ink 
and  the  making  of  erasures. 

Working  papers  should  have  writing  only  on  one  side  : 

i.    To  avoid  confusion 

2.    To  avoid  overlooking  material  that  may  be  on  the  reverse 
side  which  may  result  in  considerable  lost  effort 

Only  one  class  of  data  should  be  placed  upon  a  sheet.  The 
writing  may  be  made  in  either  ink  or  pencil,  depending  upon 
the  practice  followed.  If  permanency  and  legibility  be  desired 
above  all  else,  ink  should  be  used.  However,  there  is  much  to 
be  said  in  favor  of  pencil : 
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1.  Utility.  Work  can  be  performed  more  rapidly  on  the  whole 
than  when  ink  is  used,  and  neatness  of  appearance  need  Dot 
be  sacrificed. 

2.  Convenience.  For  reasons  unforeseen,  portions  of  a  piece 
of  work  require  changes;  hence,  erasures  are  frequent,  at 
least  as  concern s  analyses.  It  is  much  easier  to  erase  if 
work  is  done  in  pencil. 

A  desirable  rule  to  follow  as  relates  to  the  use  of  pencil  or  ink 
would  be  as  follows  : 

1.  Prepare  all  preliminary  papers,  as  analyses,  in  pencil. 
Here,  erasures  are  necessary. 

2.  Prepare  all  summaries,  and  the  draft  of  the  final  report,  in 
ink.  Xo  excuse  exists  for  erasures  in  the  summary  sheets 
that  control  the  various  analyses. 

The  auditor  should  not  be  miserly  in  the  use  of  paper;  he  should 
use  paper  freely,  but  not  unnecessarily. 

In  the  matter  of  notations  and  extracts,  an  auditor  will  save 
Considerable  time  if  he  can  secure  exact  copies  of  official  docu- 
ments in  which  he  is  interested;  large  corporations,  especially, 
are  apt  to  have  on  hand  printed  copies  of  the  charter,  by-laws, 
stork  i-<ue  information,  information  concerning  issue  and  sale 
of  bonds,  contracts,  agreements,  prospectuses,  etc.  These  then 
may  be  read  at  leisure;  many  will  be  of  such  a  size  that  they 
can  be  inserted  readily  with  the  regular  working  papers  at  the 
proper  places  in  the  sel , 

Working  Paper  Rulings.  —  In  a  general  way,  every  auditing 
student  may  be  presumed  to  know  something  concerning  working 
papers  or  sheets  sun  e,  undoubtedly,  these  wen-  used  In  his  earlier 
work  as  an  aid  in  statement  preparation.  In  fact,  the  same  type 
of  sheet  may  be  utilized  by  the  auditor  to  control  his  work  upon  a 

1.  The  figures  as  shown  by  the  final   pre-closing  (or  ; 

1  losing  Trial  Balan<  e  drawn  from  the  books  are  transferred 

to  a  work  sheet. 

2.  Errors  as  discovered  are  posted  directly  to  this  sheel  by 

mean-  of  adjustment  columns. 
\      idjUSted    Trial  Hal. in  »ut  thereon. 

4.    Statement-  are  drawn  upon  the  basis  of  the  adjusted  Trial 

i.  dance  being  sel  out  thereon  at  the  right. 


3  8  AUDITING 

5.  A  schedule  of  adjusting  entries  is  set  up  in  agreement  with 
these  which  have  been  posted  upon  the  work  sheet.  A  copy 
is  given  the  bookkeeper  for  entry  upon  his  books  so  as  to 
place  the  latter  in  agreement  with  the  audited  statements. 
All  entries  used  upon  the  work  sheet  may  not  be  found  in 
the  schedule  handed  to  the  bookkeeper  since  some  may  not 
be  the  result  of  errors  uncovered. 

In  addition  to  the  main  work  sheet  mentioned  above,  the  audi- 
tor uses  what  may  be  termed  subsidiary  work  sheets  ;  these  hold 
the  detail  facts  of  his  audit  of  the  various  items  set  out  on  the 
main  or  control  work  sheet,  each  such  sheet  or  sheets  being  sub- 
sidiary to  particular  items  on  the  main  work  sheet. 

For  both  types,  it  is  common  to  use  a  form  of  ruling  under 
which  the  paper  is  known  as  analysis  paper.  This  is  Journal- 
ruled  except  that  instead  of  the  usual  two  columns  associated  with 
a  Journal  sheet  there  are  a  large  number  —  anywhere  from 
twelve  to  twenty-four  single  columns.  Between  each  group  of 
seven  columns,  probably  excluding  the  first  three  and  the  blank 
space  at  the  left  for  account  names  and  folios,  is  a  narrow  column 
which  is  to  be  left  blank,  so  that  the  sheet  may  be  folded  without 
blurring  the  written  work  thereon  which  might  result  were  a  fold 
made  elsewhere  on  the  sheet. 

Regardless  of  the  number  of  columns  upon  each  sheet,  the 
latter  should  fold  to  a  size  approximately  fourteen  by  eight  and 
one-half  inches  which  is  convenient  for  placing  such  sheet  flat  in 
a  brief  case  or  portfolio  (with  which  every  auditor  should  be 
equipped),  and  for  binding  and  filing  purposes.  If  it  is  desired  to 
use  a  smaller  sheet  than  the  full-sized  one,  should  full-sized  sheets 
be  the  uniform  kind  purchased,  one  or  more  sections  may  be  de- 
tached along  one  of  the  folds  without  a  resulting  confusion  in  the 
basic  binding  size.  This  paper  may  or  may  not  be  ruled  on  the  re- 
verse side  ;  if  it  is,  there  will  be  a  variety  of  column  groupings  on 
each  section  of  the  paper  for  purposes  of  convenience.  However, 
it  should  be  remembered  that  work  sheets  are  written  on  only  one 
side,  never  on  both.  Certain  stationery  stores  sell  this  analysis 
paper  ruled  vertically  only  to  hold  amounts  in  each  column  in  the 
ten  or  hundred  thousands ;  since  such  rulings  are  of  limited  use, 
work  sheets  should  be  ruled  to  hold  amounts  in  the  millions.  If 
paper  with  the  latter  vertical  rulings  cannot  be  purchased,  ar- 
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rangements  should  be  made  with  a  printing  shop  to  have  analy-i- 
paper  cut  and  ruled  to  order. 

In  many  accounting  offices  facts  connected  with  a  case  often 
are  recorded  upon  paper  other  than  the  regular  so-called  analysis 
paper,  especially  those  that  do  not  require  much  of  a  technical 
accounting  display : 

i.  Legal  cap  or  writing  paper,  ruled  horizontally  only  —  for 
making  notations,  extracts  from  various  documents,  and 
writing  text  matter  (8|  X  14) 

2.  Three-column  Journal  paper  (S\  X  14.  with  columns  at 
the  right) 

3.  Cross-section  paper  —  for  special  statements  or  statistical 
set  out,  graphic  charts,  etc. 

4.  Special  rulings  may  be  necessary  for  special  work. 

Ledger-ruled  paper  seldom  is  used  since  Journal  paper  nearly 
always  answers  for  such  purposes.  Regardless  of  kind,  the  size 
and  appearance  <>f  working  papers  should  be  uniform,  at  least 
when  folded,  the  fold  being  at  the  right.  Uniformity  in  size  and 
appearance  is  highly  desirable. 

Working  Paper  Content  and  Filing.  —  Every  component  sheet 
in  a  set  of  working  papers  should  be  described  properly  name 
:uern  (or  code  number  .  description  of  content  or  purpose, 
period  covered  or  date  for  which  prepared,  and  name  or  initials 
of  person  constructing  same.  This  heading  is  written  in  prior 
to  laying  out  the  columnar  arrangement  thereof;  frequently, 
these  sheets  will  be  headed  up  by  the  senior  in  charm'.  If  the 
peculiarities  of  each  situation  are  studied  prior  to  planning  the 
working  sheets  ther<  for,  false  -tart-,  with  their  incumbent  1< 
time  and  paper,  may  be  reduced  to  a  minimum. 

W  irking  paper-  should  be  so  arranged  and  subsequently  be 
indexed  a-  to  be  available  for  quick  reference,  both  currently  and 
at  later  time-.  It  is  presumed  mosl  auditor-  retain  these  paper- 
after  the  completion  of  an  engagement  rather  than  pass  them  over 
into  the  custody  of  the  client  ;  at  least  this  seems  1  urrenl  practii  e, 
!1<-—  of  the  fait  that  good  grounds  seem  to  exist  for  main- 
taining that  such  papers  an-  the  property  of  the  client  (although 
no  legal  decisions  have  been  found  thereon).  Whatever  m< 
of  filing  be  adopted,  including  indexing,  the  test  thereof  i-  to  have 
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it  done  in  such  a  manner  that  a  stranger  to  these  papers  can  trace 
information  readily. 

It  seems  immaterial  whether  the  final  filing  shall  be  in  binding 
form  or  loosely  in  envelopes,  so  long  as  each  paper  in  the  set  is 
kept  intact  and  readily  available.  The  indexing  scheme  followed 
usually  ties  into  the  Trial  Balance,  upon  which  the  key  numbers 
(or  letters)  are  placed,  except  papers  that  have  no  direct  con- 
nection with  a  Trial  Balance  item;  these  latter  ordinarily  are 
filed  in  a  separate  folder. 


CHAPTER   III 
COMMENCING  THE  AUDIT  ENGAGEMENT 

Scope  of  Engagement.  -  The  legal  responsibility  of  the  client 
having  been  established  satisfactorily,  so  that  the  auditor  knows 
to  whom  he  is  to  look  for  his  fee,  it  seems  necessary  for  him  next 
to  consider  exactly  what  he  proposes  to  do  as  again>t  what  the 
client  expects  to  have  done.  The  specific  nature  and  scope  of 
the  work  should  be  understood  by  all  parties  client,  account- 
ing firm,  and  senior  in  charge  —  since  a  failure  hereunder  may 
cause  considerable  trouble.  The  elimination  of  a  possible  mis- 
understanding prior  to  beginning  an  audit  is  emphasized  because 
it  seems  that  many  small  accounting  firms  are  so  pleased  in  se<  ur- 
ing  a  new  client  and  so  afraid  of  Losing  one  that  they  never  go  into 
the  matter  of  what  shall  be  done  as  againsl  what  should  be  done  ; 
the  re-ult  is  that  the  office  frequently  is  more  or  less  in  a  continual 
state  of  turmoil. 

Since  the  choice  between  a  Balance  Sheet  and  a  detailed  audit 
primarily  upon  the  adequacy  of  the  system  of  internal  check 
in  use  in  a  particular  establishment,  the  scope  of  the  work  to  be 
done  ought  not  to  be  decided  upon  until  after  opportunity  has 
bct-n  secured  by  the  auditor  to  satisfy  himself  in  regard  to  the 
internal  check  system-    -its  form  and  its  actual  operation. 

Check  Marks  and  Their  Use.  Certain  check  marks  are  used 
to  indicate  postings,  additions,  and  vouchers  scrutinized  ;  these 
are  of  two  kinds  : 

i.   The  special  rubber  stamp  consisting  of  a  monogram  or  of  a 

pci  uliar  devi(  e 
2.   The  pen  mark  composed  of  an  initial  made  in  a  unique  way 

or  a  small  check  mark  characterized  by  a  peculiar  twist 

Opinions  differ  as  to  the  use  of  the  special  rubber  stamp,  some 
auditor-  maintaining  that  it  is  unsatisfai  tory  evidence  of  pel 
work      Nevertheli       it  seems  that  the  following  differentiation 
is  illustrative  of  general  prai  t : 

41 
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i.  The  special  rubber  stamp  is  used  only  to  mark  vouchers  so 
that  they  cannot  be  foisted  upon  the  auditor  a  second  time. 

2.  The  pen  mark,  consisting  of  a  single  initial  or  of  an  individ- 
ual mark,  is  used  in  checking  postings  and  additions. 
Rubber  stamping  postings  and  footings,  if  for  no  other 
reason,  results  in  a  smudgy  appearance  being  given  to  a  set 
of  books  regardless  of  their  neatness.  A  pen  mark  should 
be  one  readily  recognized  as  that  of  the  auditor  and  of  no 
one  else  ;  this  is  difficult  to  imitate  and  it  fixes  responsibility 
on  the  person  using  it.  Such  marks  always  should  be  uni- 
form in  appearance  ;  to  accomplish  this,  the  auditor  should 
carry  his  own  red  ink  fountain  pen  and  never  use  a  pen 
picked  up  at  random  in  the  client's  office. 

The  usual  kinds  of  check  marks  are  about  as  follows : 

i.    For  footings  —  initials  of  checker 

2.  For  postings  —  an  ordinary  "tick"  mark  with  a  short 
tail  (V) 

3.  For  vouching  (if  rubber  stamp  not  used)  —  a  small  letter 
c  with  an  extended  tail  (c/) 

However,  the  practices  followed  in  a  particular  office  govern 
closely  the  check  marks  employed  by  its  staff.  The  same  kind  of 
a  "  tick  "  is  not  used  by  every  firm  for  similar  transactions.  Red 
or  green  ink  or  pencil  is  utilized  generally  for  all  checking,  unless 
specific  instructions  are  issued  to  the  contrary.  For  example,  in 
making  an  audit  of  one  year,  red  ink  may  be  used  for  checking 
purposes  ;  in  making  the  same  audit  a  year  later,  green  or  purple 
ink  may  be  employed.  By  adopting  alternate  colors  for  alternate 
periods,  possible  confusion,  due  to  considering  an  old  mark  as  a 
fresh  one,  is  avoided. 

Marks  should  be  placed  before  the  figures  checked,  as  a  general 
rule,  except  where  the  same  amounts  have  been  marked  in  doing 
some  other  portion  of  the  work  ;  then  they  should  be  placed  after 
the  amounts.  When  checking  items  which  are  in  the  same 
column,  the  checks  should  be  placed  on  the  same  vertical  line  so 
that  it  is  determined  easily  which  items  remain  unchecked  after 
that  particular  job  is  completed.  Check  marks  should  be  neat 
and  inconspicuous ;  nothing  is  so  apt  to  arouse  a  bookkeeper's 
ire  as  to  show  him  the  pages  of  his  neatly  kept  set  of  books  covered 
by  a  staggered  and  sprawling  collection  of  check  marks. 
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Preliminary  Work.  —  Assuming  that  the  auditor  has  completed 
his  preliminary  investigation  satisfactorily,  he  is  ready  to  com- 
mence the  actual  work  of  the  audit,  that  which  is  considered  to  be, 
in  general,  of  a  preliminary  character  and  which  on  most  assign- 
ments is  similar.  This  refers  specifically  to  the  counting  of  cash, 
notes  receivable,  and  securities,  these  counts  being  made  simul- 
taneously (where  the  auditor  has  sufficient  assistance)  or  con- 
secutively. Just  how  much  shall  be  done  in  connection  with 
these  assets  directly  after  they  have  been  counted  and  listed 
seems  to  depend  primarily  upon  the  particular  auditor's  ideas 
rather  than  upon  any  general  rule.  Some  may  pass  immedi- 
ately to  a  consideration  of  other  matters  for  the  time  being 
returning  to  these  assets  later ;  others  may  do  considerable  there- 
with prior  to  attacking  some  other  angle  of  the  assignment. 

The  comment  in  the  last  paragraph  suggests  some  words  of 
general  caution  applicable  to  all  audits.  As  far  as  is  practicable, 
each  section  of  the  work  taken  up  should  be  completed  and  defi- 
nitely cleared  to  a  certain  point.  The  habit  of  leaving  loose  ends 
is  all  too  common;  it  is  a  dangerous  practice  opening  oppor- 
tunitie>  for  eventually  overlooking  or  forgetting  points  of  vital 
1  onsequen<  e,  or  for  inviting  the  making  of  fraudulent  alterations. 
Many  cases  have  been  encountered  where  Ledger  balances  were 
checked  one  day  and  footed  the  next  in  which,  during  the  interim 
between  the  two  operations,  the  checked  figures  were  altered; 
had  the  accounts  been  footed  immediately  after  checking,  these 
alteration-  could  not  have  been  of  any  effect.  Again,  under  no 
circumstances  should  pencil  figures  be  accepted,  unless  the  audi- 
tor clci  t-  t<>  ink  them  in  himself  (a  questionable  practi<  e  sin*  e  it 
opens  a  possibility  of  the  auditor  being  accused  as  a  party  to  a 
fraud'.  It  seems  far  better  to  raise  vigorous  objection  to  pencil 
cntrie>  and  footings,  and  insist  th.it  all  5U<  h  be  inked  in  prior  to 
commencing  work  <>n  the  book-  proper ;  Ledger  account  balances 

should  be  noted  at  the  side  of  the  sheet,  or  in  the  explanation 
space,  preferably  in  ink  of  a  color  different  from  that  used  in  the 
body  of  the  Ledger. 

In  view  of  the  possible  variation-  encountered  a-  to  just  how 
much  work  i-  to  be  done  on  each  point  before  proceeding  to  an- 
other    whether  partially  completing  it    and   returning  later,  or 

completing  it  fully  at  -  advisable,  after  commenting 
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upon  the  counting  procedures  related  to  cash,  notes  receivable, 
and  securities,  to  proceed  with  the  idea  of  presenting  in  one  place 
the  complete  coverage  of  each  point  as  contemplated  in  these 
notes. 

Cash  Count ;  Cash  Schedule.  — -  The  auditor  in  charge,  or  a 
junior  assistant,  verifies  by  actual  count  the  amount  of  cash  on 
hand  in  the  various  funds.  If  possible,  the  auditor  should  attend 
at  the  close  of  business  on  the  last  day  of  the  period  under  audit 
(the  date  of  the  Balance  Sheet),  or  on  the  morning  following,  and 
count  all  cash  balances  on  hand,  comparing  these  with  the  bal- 
ances shown  by  the  books  ;  only  infrequently,  however,  can  this 
be  done  inasmuch  as  the  usual  audit  is  commenced  subsequent 
to  the  close  of  the  term  to  be  reviewed.  Perhaps  the  auditor  may 
find  it  convenient  to  attend  as  above  suggested,  and  then  return 
later  to  complete  the  remaining  portion  of  the  work. 

Where  all  receipts  are  deposited  in  bank,  and  all  payments 
made  by  check,  some  auditors  are  inclined  to  believe  that  no 
special  hurry  is  necessary  to  count  the  cash  on  hand,  although 
general  opinion  apparently  favors  this  being  done  as  close  to  the 
end  of  the  audit  period  as  can  be  arranged.  Those  leaning  toward 
the  general  rule,  count  the  cash  as  soon  as  is  expeditious  after  they 
arrive  upon  a  new  assignment,  if  this  has  not  been  done  on  the 
last  day  of  the  period  under  review  or  on  the  morning  following. 

Frequently,  where  a  proper  system  of  internal  check  is  in  opera- 
tion, the  cash  on  hand  consists  of  a  petty  cash  fund  operated  on 
the  imprest  basis,  and  cash  undeposited  which  was  received  within 
the  last  day  or  so  subsequent  to  the  last  deposit.  Hereunder  it 
may  be  sufficient  to  verify  at  first  only  the  petty  cash  and  after- 
ward reconcile  the  bank  account.  The  person  in  charge  of  each 
cash  fund  should  be  requested  to  handle  such  during  the  count 
procedure,  actually  doing  the  counting  thereof  under  the  eye  of 
the  auditor  ;   this  is  because  : 

i.    The  individual  in  charge  of  the  cash  is,  as  a  rule,  skilled  in 

handling  currency. 
2.    By  not  handling  the  cash  himself,  the  auditor  avoids  the 

possibility  of  becoming  involved  in  any  irregularities. 

The  supervision  by  the  auditor  during  the  count  should  be 
exceedingly  watchful.     In  every  case,  the  better  practice  seems 


COMMENCING   THE  AUDIT  ENGAGEMENT 


45 


to  be  to  handle  no  cash  except  in  the  presence  of  some  representa- 
tive of  the  undertaking,  whose  name  the  auditor  includes  in  the 
heading  of  his  work  sheet. 

Where  notice  has  been  given  to  the  client's  employees  that  an 
audit  is  to  be  made,  and  the  cash  is  counted  at  the  beginning  of 
the  examination,  the  auditor  should  not  be  satisfied  with  but  one 
count  if  later  he  uncovers  suspicious  circumstances ;  he  ought 
to  count  the  cash  again  at  a  subsequent  time.  Where  cash  funds 
are  in  the  hands  of  several  Individuals,  the  balances  should  be 
verified  concurrently  or  in  succession  so  as  to  prevent  the  same 
cash  being  produced  twice  as  representing  balance  in  the  hands 
of  several  persons.  It  may  be  necessary  in  this  connection  to 
station  one  or  more  members  of  the  auditor's  staff  at  strategic 
points  within  the  office  to  keep  all  such  persons  under  constant 
supervision  during  the  cash  count  to  prevent  transfers  being 
made. 

If  the  cash  is  counted  on  a  date  subsequent  to  that  marking  the 
end  of  the  period  under  audit,  the  examiner  first  may  audit  each 
Cash  Rook  up  to  the  date  when  the  examination  is  made  and 
verify  the  cash  as  at  that  moment,  making  comparison  thereof  with 
book  balance  ;  again,  he  may  make  the  count  first  and  audit  the 
book  later  : 

i.   This   determines   whether   the   balance   agrees   with    that 

shown  in  the  ('ash  Book  thereover. 
2.   This  aids  in  establishing  the  correctness  of  the  balance  at 

the  I  lose  Of  the  audited  period. 

The  actual  cash  counted  should  be  classified  by  denominations 
paper  money,  gold,  silver,  nickels,  pennies;  the  items  for 
eai  h  class  should  be  listed  In  detail  and  the  total  of  each  se<  ured. 
A  working  sheet  should  be  headed  up  for  this  purpose  with  name 
and  address  or  number  of  the  concern  whose  cash  is  counted, 
name  of  cash  custodian,  and  statement  that  count  was  made  in 
his  pn  somewhere  at  the  top  of  the  sheel  should  be  entered 

the  exact  date.  hour.  an. 1  minute  at  which  the  count  is  begun. 
When  completed,  the  sheet  should  be  signed  or  initialed  by  the 
auditor  under  whose  guidance  the  count  was  made. 

All  i  net  ks  en<  ountered  should  be  lifted  and  instructions  given 
that  they  be  cashed  at  once.     It'  any  items  represent  advat 


46  AUDITING 

proper  authorizations  to  cover  should  be  found  and,  in  turn,  these 
should  be  referred  to  the  authority  indicated  for  inspection. 
Every  advance  to  an  employee  should  be  investigated  most  care- 
fully ;  if  any  are  secured  by  personal  checks,  these  should  be 
certified  by  the  bank  upon  which  they  are  drawn  before  the  close 
of  the  audit,  provided  they  are  not  cashed  as  suggested  above. 
A  fictitious  check  easily  might  cover  a  shortage  in  the  drawer. 
All  vouchers  found  in  the  drawer  should  be  entered  on  the  work 
sheet  with  full  particulars,  and  then  be  marked  inconspicuously 
to  show  that  they  have  been  seen. 

Due  bills  are  not  cash ;  if  any  were  on  hand  on  the  ending  date 
of  the  audit  period,  or  if  payments  were  made  for  expenditures 
out  of  petty  cash  which  had  not  been  charged  to  the  proper  ex- 
pense accounts  as  of  audit  date,  proper  adjustments  must  be  made 
therefor.  When  the  auditor's  report  is  completed,  it  should  con- 
tain the  amounts  thereof  plus  the  names  of  the  parties  for  whom 
carried.  If  these  are  officers  or  employees,  comment  seems  neces- 
sary as  to  whether  these  due  bills  are  covered  by  salaries  earned 
not  yet  due,  or  whether  they  represent  advances  against  salaries 
not  yet  earned.  When  due  bills  are  found  in  the  cash,  the  auditor 
in  his  report  should  point  out  that  such  a  practice  is  nothing  short 
of  vicious  and  condemn  it  accordingly.  Whoever  the  persons 
may  be  indulging  therein,  this  seems  to  be  true ;  if  the  head  of  the 
office  be  guilty  thereof,  the  condemnation  should  be  more  severe 
than  otherwise  because,  where  one  in  authority  commits  irregulari- 
ties, the  whole  office  is  apt  to  reach  a  condition  of  demoralization. 

In  other  words,  all  unusual  items  in  the  cash  should  be  listed 
carefully  for  investigation.  But  in  this  connection,  the  auditor 
should  not  adopt  an  attitude  toward  such  matters  which  may 
react  adversely  against  him.  If  an  employee  owes  a  few  cents 
because  he  could  not  make  change,  the  matter  is  not  of  itself  suffi- 
ciently important  to  take  up  with  the  head  of  the  department  or 
with  the  company  president.  Anyone  competent  to  be  on  a  case 
as  an  in-charge  auditor  should  be  able  to  use  proper  discretion  in 
such  matters.  Frequently,  bad  coins  are  found,  these  having 
been  taken  in  unknowingly ;  naturally,  they  must  be  considered, 
but  the  circumstance  would  not  necessarily  justify  criticism  or 
fault-finding.  As  suggested  previously,  an  auditor  should  not 
adopt  the  attitude  of  a  detective. 
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Sometimes  small  unadjusted  items  are  carried  in  the  cash  until 
their  disposition  can  be  determined.  Since  the  cash  record  -hould 
be  perfectly  clean  at  all  times,  these  are  chargeable  to  a  temporary 
suspense  account ;  they  should  be  kept  out  of  the  cash. 

Where  all  cash  receipts  are  not  deposited,  the  cash  count  in- 
volves nothing  more  than  that  covered  by  any  cash  count.  Usu- 
ally, however,  under  such  a  condition  a  larger  number  of  items  is 
carried  in  cash  that  are  not  actually  so  than  under  circumstances 
where  all  cash  receipts  are  deposited  intact;  this,  plus  the  fact 
that  the  safeguarding  of  the  cash  is  more  or  less  inefficient,  means 
that  hereunder  the  greatest  of  care  should  be  exercised  in  inspect- 
ing all  cash  items. 

A  plan  assumed  as  excellent  for  saving  the  auditor  the  possible 
ill  will  of  the  office  is  to  arrange  to  have  all  cash  balances  at  the 
dose  of  ea(  h  financial  period  paid  into  the  bank  on  the  last  day  of 
each  such  period,  check-  being  drawn  the  following  morning  for 
the  purpose  of  reopening  the  cash  accounts.  Hereunder,  all  cash 
balances  are  an  i  ounted  for  through  the  bank's  records. 

Where  checks  are  found  in  the  cash,  it  should  be  determined 
whether  they  are  current  or  old  : 

i.    If  current,   the  parties   from   whom   received   should  have 

been  given  credit  in  the  Cash  Hook  for  the  proper  amounts. 

Il  tin-  be  not  SO,  the  i  he<  k-  must  be  doing  duty  tor  entries 

wlmh  are  not  connected  therewith;   this  means  that  there 

Corresponding  shortage  in  the  cash. 

2.    If  old.  the  following  may  be  the  reasons  : 

a.  They  may  have  been  thrown  out  of  bank,  marked  "not 
suffii  ient  funds." 

b.  They  may  have  been  cashed  for  an  officer,  employi 
friend  and  are  held  as  an  accommodation. 

Sufficient    comment   ha-  been  made  above  covering  this 
situation. 

Unless  absolutely  necessary,  the  amount  of  cash  on  hand  should 
not  be  greater  than  i-  needed  to  meet  the  demands  of  the  busi- 
[f  the  balances  -how  a  tendency  to  in.  .ireful  in 

quiry  should  be  made  a-  to  the  net  essity  for  them  and  their  B 
existence.      It   may  be  desirable  to  call  the  attention  of  the  man 
lent  hereto  in  the  report. 
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A  form  of  working  sheet  for  the  cash  count  may  appear  some- 
what as  follows : 

CLIENT   NO.   391  (G.E.B.) 

CASH     COUNT  —  JANUARY  6,   1924  —  3  p.m.     Made  in  presence  of  John 

Smith,  Cashier. 

Bills : 

$20 $0 

10 $0 

5 $t 

2 Sc 

1 $t    $£ 

Gold  : 

$20 Si 

10 $0 

5 $t    §£ 

Silver  &  Other  : 

$1.00 $6 

•  5° Sc 

•  25 $* 

.10 $0 

•05 U 

.01 $£_   $0 

I.O.U's  : 

December  14,  1923  —  H.  C.  Stevens $0 

January  2,  1924  —  R.  B.  Amoy $0     $0 

Checks : 

January  2,  1924  —  C.  D.  Gilman  #1861 $f£ 

January  4,  1924 — L.  I.  Roy  #1902 $0     $$< 

Vouchers : 

January  5,  1924  —  Conroy  &  Co S6 

January  6,  1924  —  A.B.Jones $0  $0 

Total ~$^ 

Balance,  per  Cash  Book,  page  819  —  January  6,  1924     .     .  $0 

Add  :   Disbursements  January  1-6,  1924 $£ 

ST 

Deduct:   Receipts  January  1-6,  1924 $f* 

Balance,  per  Cash  Book,  page  803  —  December  31,   1923 

(See  Trial  Balance) Sc 

Comment :  The  quantity  on  hand  of  each  denomination  of  currency 
should  be  shown  against  each  denomination  amount  at  the  left ;  the 
quantity  count  may  be  made  in  units  of  25  each. 
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After  the  cash  count  sheet  has  been  prepared  and  totaled,  sue  h 
total  should  be  compared  with  the  Cash  Book  balance.  The 
auditor  may  ink  in  the  debit  and  credit  footings  in  the  Cash  Book, 
or  have  this  done  for  him,  after  which  he  may  proceed  about  as 
under : 

1.  Draw  a  line  above  and  below  the  respective  footings 

2.  Place  initials  and  date  alongside  of  each  footing 

3.  In  the  Explanation  column  on  the  debit  side,  write  in  the 
cash  balance  in  red  ink 

If,  for  some  reason,  a  discrepancy  occurs  between  the  Cash  Book 
and  the  cash  count,  an  opportunity  should  be  given  the  cashier 
to  rectify  it. 

Regardless  of  whether  a  portion  of  the  cash  encountered  in  a 
particular  fund  belongs  thereto  or  not,  it  should  be  counted ;  if 
not  a  part  thereof,  a  separate  record  may  be  made  of  it.  Again, 
the  auditor  should  make  certain  all  cash  funds  have  been  found. 
Further,  speed  in  the  making  of  the  count  is  essential ;  one  should 
complete  this  portion  of  the  work  as  quickly  as  possible.  Where 
more  than  one  person  handles  cash  funds,  and  these  are  near  each 
other,  the  auditor  should  be  certain  each  is  watched  closely,  yet 
not  openly. 

Alter  the  cash  count  balance  has  been  compared  with  the  bal- 
ance in  the  Cash  Book,  and  the  count  has  been  made  on  a  day 
subsequent  to  the  la-t  day  of  the  period  audited,  the  cash  should 
be  worked  back  so  as  to  determine  the  balance  on  the  date  tin- 
audited   period   closed.     (See   bottom  of  cash    count   schedule. 

Trivial  Errors.  —  Reporting  every  error,  however  small,  which 
an  auditor  may  discover  not  only  indicates  narrow  mindedness 
but  may  be  the  means  of  antagonizing  the  client's  staff  without 
serving  a  useful  purpose.  The  importance  of  discovered  errors 
i-  a  relative  matter  and.  naturally,  only  cxperiem  e  teat  hes  one  to 
distinguish  between  those  to  which  attention  should  be  drawn  in 
the  report  and  those  which  Deed  qo1  be  mentioned. 

repani  ies  of  any  size  in  a  Trial  Balance  should  not  be  over 
looked,  but  small  errors  in  petty  cash,  for  example,  need  uol  !><• 
reported  unless  frequent,  in  whi«  h  event  they  show  habitual 

1 1  >honesty  or  gross  *  art  is  not  indi<  ated  by  the 
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cash  being  short  a  trivial  amount ;  a  dishonest  cashier  is  more 
careful  than  anyone  else  to  prevent  the  occurrence  of  such  an 
error. 

Notes  Count ;  Notes  Receivable  Schedule.  —  Regardless  of 
the  size  of  an  enterprise,  the  auditor  and  an  assistant,  or  two 
assistants  if  possible,  ought  to  inspect  all  notes  and  bills  receivable 
which  are  presumed  to  make  up  the  total  appearing  in  the  ac- 
counts carried  therefor ;  this  should  be  done  immediately  the  cash 
count  is  completed,  if  the  examining  staff  is  not  of  sufficient  size 
to  do  so  simultaneously  therewith.  Such  count  should  be  made 
in  the  presence  of  some  substantial  representative  of  the  audited 
concern. 

A  list  of  the  notes  as  of  the  last  day  of  the  period  under  audit 
should  be  secured,  or  the  auditor  should  have  a  list  of  his  own  pre- 
pared as  of  the  day  of  the  count.  Then  all  notes  on  hand  upon 
the  day  when  the  count  is  made,  together  with  the  list,  should  be 
examined.  In  general,  one  person  scrutinizes  the  notes  and  calls 
back  the  data  relative  to  each  one  to  a  second  person,  who  enters 
this  upon  the  above  listing ;  this  causes  the  latter  to  be  extended 
into  the  form  of  a  schedule  or  working  sheet,  the  various  items  of 
information  shown  being  some  or  all  of  those  found  in  the  form 
illustrated  below.  The  total  of  all  notes  must  be  agreed  with  the 
Trial  Balance  of  the  General  Ledger  as  of  the  close  of  the  period 
under  audit. 

As  the  examination  of  each  note  is  completed,  some  mark  of 
identification  may  be  made  neatly  thereon  : 

i.   To  avoid  having  the  same  note  presented  a  second  time,  and 

2.    To  protect  the  auditor  should  occasion  arise  under  which  he 

is  required  to  specify  exactly  what  he  has  seen  and  counted 

If  the  auditor's  work  sheet  covering  the  count  of  the  notes  is 
sufficiently  complete,  this  marking  may  be  dispensed  with,  it  is 
believed,  so  as  to  avoid  the  risk  of  defacing  each  such  document. 
All  collateral  held  on  account  of  notes  should  be  seen ;  infre- 
quently, the  value  of  a  note  may  be  no  more  than  the  value  of  its 
collateral.  All  notes  should  be  seen  physically  if  possible;  com- 
plete explanation  should  be  secured  as  to  why  some  are  not  avail- 
able, should  this  prove  to  be  the  case.  Further,  certification  by 
the  holders  of  notes  outstanding  is  essential.     Again,  where  the 
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amount  shown  on  the  face  of  a  note  does  not  agree  with  that 
appearing  in  the  list  submitted,  the  auditor  should  determine 
whether  or  not  the  difference  represents  a  collection  on  account; 

this  difference  should  be  indorsed  upon  the  back  of  the  note.  It 
should  be  determined,  also,  who  has  authority  to  endorse  pay- 
ments on  the  back  of  notes,  and  a  memo  hereon  should  be  included 
in  the  working  papers  ;  the  cashier  should  not  be  the  person  au- 
thorized to  make  such  indorsements. 

The  remaining  points  covered  in  auditing  notes  and  bills 
receivable  are  reserved  for  later  presentation. 

For  specific  illustration,  the  following  captions  for  a  working 
sheet  related  to  a  notes  count  are  given  below,  these  being  taken 
from  a  working  sheet  most  comprehensively  columned  : 

1.  Heading  of  sheet  (usual  information) 

a.  Client's  serial  number  (or  name  and  address) 

/'.  Schedule  title 

c.  Schedule  date  (date  prepared) 

</.  Name  of  person  in  whose  presence  count  made 

c.  Initials  (or  name)  of  auditor 

2.  Body  of  sheet  (column  headings  from  left  to  right) 

a.  Date  of  notes 

b.  Maker 

c.  Indorsed 

</.  Maturity  date 

c.  [nteresl  rate 

/.  How  obtained  (customer,  etc.) 

g.  Type  (original,  et<  - 

//.  Amount 

i.  Accrued  interest  (as  of  end  of  period  audited) 

j.  Comment 

3.  Foot  of  sheet  (reconciliation) 

a.  Reconciliation  with  Trial  Balance  as  of  end  of  audit 

period 

Balance  to  be  accounted  for  as  per  above  schedule  on 
date  schedule  prepared 

Add  :  Notes  collected  and  credited  by  bank  per  1  ash 
reconciliation 

Balai  -  per  Trial  Balan<  e  as  of  end  of  audit 
period 
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Securities  Count ;  Securities  Schedules.  —  For  reasons  ad- 
vanced previously,  securities  should  be  counted  simultaneously 
with,  or  immediately  after,  the  count  of  cash  and  notes.  Also, 
such  count  should  be  made  in  the  presence  of  a  representative  of 
the  audited  enterprise ;  the  latter  should  be  required  to  remain 
until  the  physical  verification  is  completed  and  the  securities 
released  from  the  auditor's  possession. 

In  the  original  instance,  the  auditor  should  distinguish  carefully 
between  securities  that  are  permanent  investments  and  those 
which  are  current  in  character : 

i.  Permanent  investments  are  those  representing  an  interest 
in  an  enterprise  controlled  by  or  affiliated  with  the  concern 
under  audit.  Inasmuch  as  these  represent  a  control  of 
some  essential  part  of  the  activities  carried  on,  they  cannot 
be  disposed  of  until  a  change  of  policy  or  purpose  is  made. 
In  the  Balance  Sheet,  they  are  set  out  under  the  fixed  assets 
heading,  or  separately. 

2.  Current  investments  represent  no  such  interest  as  is 
indicated  above,  since  they  have  no  relation  to  the  business 
beyond  that  of  an  income  producer.  They  may  be  disposed 
of  without  interfering  with  the  business  activities.  In  the 
Balance  Sheet,  they  may  be  set  out  as  current  assets. 

Except  as  to  Balance  Sheet  valuation,  to  be  considered  later,  it 
may  be  said  that  both  classes  of  securities  are  verified  practically 
in  the  same  manner  : 

i.   As  to  inspection  of  those  on  hand,  and  certification  of  those 

out  in  the  hands  of  others 
2.   As  to  safeguards  to  be  recognized 

Securities  comprise  stocks  and  bonds,  and  perhaps  bonds  and 
mortgages.  Each  kind  may  be  considered  separately,  particu- 
larly as  to  the  working  sheets  or  schedules  required,  and  as  to  the 
following  matters : 

i.    Stocks 

a.  These  should  stand  in  the  name  of  the  organization  whose 
accounts  are  examined.  If  this  is  not  the  case,  the 
certificates  should  be  indorsed  in  blank. 
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b.  The  documents  should  be  scrutinized  closely  in  order  to 
catch  installment  payments.  If  this  should  be  forgotten, 
and  installments  exist,  it  is  impossible  to  balance  against 

the  Securities  Ledger,  or  the  control. 

2.  Bonds 

(7.  Each  bond  should  be  examined  closely. 

b.  In  case  of  registered  bonds,  the  last  interest  payment 
should  be  indorsed  thereon. 

bi.  In  case  of  coupon  bonds,  the  coupons  should  be  examined 
to  see  that  the  next  one  coming  due,  and  succeeding  ones, 
are  attached  and  intact.  Should  any  of  these  be  de- 
tached, the  reason  therefor  must  be  secured.  If 
detached  for  collection,  one  should  not  forget  to  trace 
and  check  out.  If  any  bonds  are  out  for  purpose  of 
registry,  note  should  be  made  thereof,  so  that  a  later 
examination  will  not  be  forgotten. 

c.  If  bonds  are  held  by  a  trustee,  it  may  be  necessary  to 
secure  from  him  a  certificate  confirming  the  amounts  he 
is  supposed  to  be  holding. 

d.  Eventually,  it  is  desirable  to  verify  figures  at  which  bonds 
are  carried  by  reference  to  the  daily  papers  and  financial 
journals  (i\&  Commercial  and  Financial  Chronicle). 

3.  Bonds  and  mortgages 

a.  Math  mortgage  (which  represents  bond  security)  should 
be  scrutinized  a-  to  how  made,  by  whom  made,  in  whose 
favor;  if  not  in  favor  of  the  audited  concern,  a  proper 
assignment  i>  Qecessary.  Further,  it  should  be  a- 
tained  that  each  is  properly  signed,  witnessed,  and 
recorded. 

b.  In  the  matter  of  recording,  certain  mortgages  may  he 
out  for  such  purpose.  It  so,  it  may  be  necessary  to 
secure  a  certificate  from  the  County  Clerk  to  the  effect 
that  certain  mortgages  are  held  tor  record. 

c.  [nsurance  policies  covering  properties  related  to  the 
mortgages  should  be  inspei  ted  to  determine  whether  or 
not  tin-  properties  are  protected  amply. 

Unties  either  should  be  examined  by  the  auditor  or  should 

be  verified  by  correspondence  with  the  holder-.     Prior  to  begin 
Ding  the  actual  examination   the  auditor,   if  possible,  should  be 
given  a  complete  list  of  them  ;  if  this  i>  impossible  '  .  one 
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should  be  prepared  as  the  count  and  verification  progress.  Re- 
gardless of  how  the  list  comes  into  existence,  it  should  be  dated 
and  be  signed  by  the  person  making  the  examination.  Where 
two  juniors  work  together  counting  securities,  as  seems  highly 
desirable,  notation  should  be  made  upon  the  working  sheet  as  to 
just  what  each  one  did  —  who  examined  and  who  checked  the 
listed  items. 

As  the  count  progresses,  one  junior,  say,  examining  and  calling 
out  the  particulars  of  each  item,  and  the  other  passing  upon  the 
accuracy  of  the  list  description,  the  working  sheet  for  each  class 
of  securities  encountered  gradually  takes  form.  For  specific  illus- 
tration, the  following  schedule  captions  are  offered  below  as  to : 

i.   Analysis  of  stock  securities 
2.    Analysis  of  bond  securities 

These  have  been  taken  from  representative  working  papers  pre- 
pared by  the  writer's  office.  The  working  sheet  relative  to  bonds 
and  mortgages  (covering  the  bonds)  should  provide  at  least  for 
date,  name  of  maker,  amount,  maturity  date,  interest  rate,  date 
on  which  interest  is  payable  (if  specified),  etc.,  as  desired. 

The  utmost  care  should  be  observed  in  the  securities  count. 
Errors  seem  all  too  frequent  in  setting  down  the  descriptions  of 
securities.  Undoubtedly,  this  is  due  in  part  to  the  attitude  of 
assistants  in  believing  they  must  rush  through  the  work.  So 
many  pitfalls  are  apt  to  be  encountered  in  verifying  this  asset 
that  it  would  seem  better  to  think  entirely  of  accuracy  and  forget 
speed.  Particularly  does  this  seem  to  be  true  where  large  quanti- 
ties of  securities  are  to  be  counted ;  never  should  an  auditor 
aseume  that  just  because  the  first  few  in  a  package  are  in  order 
all  the  rest  therein  may  be  passed  over  hurriedly  and  the  indicated 
amount  on  the  package  accepted  at  face  value. 

Further  comment  upon  this  asset  is  offered  in  a  later  chapter. 

A .     Analysis  of  stock  securities 

i.   Heading  of  sheet  (as  before) 

2.    Body  of  sheet  (column  headings  from  left  to  right) 

a.  Purchase  date 

b.  Number  of  shares 

c.  Share  par 

d.  Block  par 
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c.  Bought  at 
/.    Cost 

g.  Description 

Issuing  company 

Kind  of  shares 
//.  Valuation  of  (nearest  date  at  end  of  audit  period) 

Date 

Price 

Amount 
i.    Dividends  received  in  (audit  period) 
j.    Fully  paid  and  non-assessable 
k.  Comment 

B.     Analysis  of  bond  securities 

1.  Heading  of  sheet  (usual) 

(/.  Client's  serial  number  (or  name  and  address) 

6.  Schedule  title 

C.  Schedule  date  (date  prepared) 

d.  Name  of  person  in  whose  presence  count  made 

c.    Place  where  examination   made   (if  other   than   in 

offi< 
/.    Initials  of  auditor  (or  of  assistant.-  and  each  one's 

particular  duty 

2.  Body  of  sheet  (column  headings  from  left  to  right  I 

a.  Purchase  date 

b.  Number  of  bonds  (quantity) 
Bond  par 

</.  Bought  at  (base  price) 

e.  Total 

/.    Interest  pun  hased 
Previous  period 
Time 
Amount 

Present  period 
Time 

Amount 

£.  Total  pure  base  1 
//.  Description 

[ssuing  1  ompany 

Kind  of  bond.- 
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i.   Valuation  on  (nearest  date  to  end  of  audit  period) 
Date 
Price 
Amount 
j.  Maturity 
k.  Interest  rate 

/.  Interest  payments  (dates  when  due) 
m.  Interest  received  in  (audit  period) 
n.  Accrued  interest 
Previous  period 
Time 
Amount 
Present  period 
Time 
Amount 
o.  Comment  (references  to  financial  papers,  etc.) 
Schedule  of  Amortization  or  Accumulation,  if  neces- 
sary, in  case  of  long-term  bonds. 

Bank  Confirmation.  —  Immediately  the  above-assumed  pre- 
liminaries have  been  completed,  it  seems  next  in  order  to  have  the 
bank  Pass  Book  sent  out  to  be  balanced.  Even  if  this  has  been 
balanced  in  the  near  past,  it  may  be  desirable  to  have  it  done 
again  at  this  time  ;  the  auditor  should  not  hesitate  to  do  so  if  the 
step  appears  in  order. 

Further,  certificates  must  be  obtained  from  the  client's  banks 
by  letter  O.K.'d  or  written  by  the  client  and  introducing  the 
auditor,  as  to  the  amount  of  cash  on  deposit  after  banking  hours 
on  the  evening  of  the  desired  date,  in  order  to  verify  the  balance  ; 
these  certificates  are  secured  personally  by  the  auditor,  or  mailed 
to  him  at  his  home  office  in  one  of  his  stamped  return  envelopes 
which  should  be  inclosed  with  each  certificate  form.  At  the 
same  time,  to  avoid  either  repeated  visits  to  the  banks  or  unneces- 
sary correspondence,  the  auditor  should  make  inquiry  in  his 
request  concerning : 

i.    Cash  balances  in  bank  other  than  the  one  mentioned  in  the 
letter 

2.  Liens  existing  against  bank  funds 

3.  Notes  receivable  discounted 

4.  Withdrawal  on  demand 
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The  balances  as  shown  by  the  certificates  must  be  reconciled 
with  those  shown  on  the  Cash  Books,  the  Check.  Book  stubs,  or 
on  the  Bank  Registers,  consideration  being  given  to  adjustments 
mentioned  above.     The  delivery  of  the  certificates  to  the  auditor 

at  his  home  office,  or  to  himself  in  person,  although  being  the 
usual  procedure,  is  not  considered  by  some  auditors  as  imperative 
when  the  last  bank  statement  shows  no  signs  of  having  beeo 
altered  or  manipulated  in  any  way. 

A  form  of  bank  certificate  tor  the  present  purpose  is  about  as 
follows : 

JOHN   JONES 
Certified  Public  Accountant 

Syracuse,  New  York, 
■9 


Gentlemen : 

\\      reeng  iged  upon  the  audit  of  the  accounts  of . 


and  it  appears  that  at  the  close  of  business  on 19 

there  was  on  deposit  with  ymi  to  his  —  their  credit  the  sum  of  $.  . . . 
Be  good  enough  to  advise  u>  direct  whether  the  aforesaid  balance  is  corre<  t. 
Further,  your  cooperation  will  Ik-  appreciated  in  advising  us  concerning: 

1 .    Any  other  balances  on  deposit  with  you  not  mentioned   

Liens  gating  against  deposits  held  as  of  above  date     

3.    N  ivable  on  discount  with  you  as  of  su<  h  date 


Very  truly  yours. 


■  furnish  the  above  information  as  direi  ted 

N 

The  deposits  shown  by  the  books  Dear  the  end  of  the  period 
which  have  n<»t  been  credited  by  the  bank  until  the  following 
period  should  be  compared  with  the  bank  statement  of  thai  sub 
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sequent  month  which  should  be  sent  directly  to  the  auditor  by 
the  bank,  or  they  should  be  confirmed  by  a  letter  from  the  de- 
pository. 

General  Ledger  Trial  Balance  :  Work  Sheets.  —  The  next  step, 
undoubtedly,  either  following,  or  concurrent  with,  the  physical 
verification  of  the  assets  mentioned  above  (depending  perhaps 
upon  the  experience  of  the  juniors  on  the  case)  would  be  to  draw 
off  a  Trial  Balance  of  the  General  Ledger,  or  to  scrutinize  one 
that  has  been  submitted  by  the  bookkeeper.  Even  though  the 
auditor  does  accept  a  Trial  Balance  prepared  by  the  bookkeeper 
(which  he  should  have  the  courtesy  to  do  where  offered),  nothing 
prevents  him  from  going  ahead  and  preparing  his  own.  Beyond 
doubt,  the  efficient  senior  reserves  the  work  in  connection  with 
the  Trial  Balance  for  himself  alone,  inasmuch  as  a  comprehen- 
sion thereof  opens  the  entire  case  to  him,  at  least  in  a  general 
way ;  the  time  spent  familiarizing  himself  with  the  business  and 
its  transactions  cannot  be  wasted  if  efficiently  applied. 

The  Trial  Balance  is  drawn  off  on  to  analysis  paper,  the  exact 
forms  to  be  followed  being  illustrated  in  part  in  the  next  section 
below.  In  the  preparation  of  these  basic  work  sheets  (and  con- 
trol sheets)  it  seems  that  the  conditions  represented  by  the  follow- 
ing questions,  at  least,  should  be  recognized  : 

i.    Is  the  audit  a  new  one,  or  does  it  represent  a  repeat  assign- 
ment? 
2.    Have  the  books  been  closed  or  are  they  still  open? 

These  basic  work  sheets  should  be  arranged  and  labeled  carefully, 
so  that  information  may  be  secured  therefrom  quickly,  not  only 
currently  but  at  a  later  time. 

In  taking  the  Trial  Balance,  the  auditor  should  prove  each 
account  balance  before  entering  it  upon  the  working  sheet,  and  he 
should  scrutinize  the  components  thereof  closely  so  as  to  deter- 
mine the  plan  of  rearrangement  to  be  followed.  Regardless  of 
the  form  a  Trial  Balance  may  assume,  the  auditor's  privilege 
permits  him  to  rearrange  and  revamp  at  will  —  provided  his 
results  are  properly  keyed  back  to  the  original. 

The  auditor  should  turn  each  page  in  the  Ledger  from  front 
cover  to  rear,  so  as  not  to  miss  an  account ;  he  should  observe 
everything,  even  the  inside  of  the  front  and  rear  covers  since  an 
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account  may  be  carried  thereon.  Care  is  necessary  so  that  sub- 
sidiary accounts  may  be  recognized  where  these  are  included  in 
the  same  book  with  their  control  as  frequently  happens. 
Customers'  accounts,  creditors'  accounts,  and  memo  accounts 
may  be  found  therein  even  when  they  have  no  place  in  the  Gen- 
eral Ledger  chart.  One  should  not  forget  that  the  Gash  account 
is  to  be  included  in  the  Trial  Balance. 

The  Trial  Balance,  as  prepared,  shows  the  figures  as  compiled 
by  the  bookkeeper.  All  errors  discovered  as  the  work  progri 
affect  these  figures,  and  require  adjustments  thereof.  Such 
adjustments  should  be  indicated  in  debit  and  credit  form  as  un- 
covered, and  each  be  assigned  a  number  or  letter.  This  permits 
of  their  being  traeed  readily  after  inclusion  upon  the  working 
sheet  and  after  they  have  been  given  the  same  numbers  or  letters 
thereon  as  assigned  in  the  prepared  schedule  of  entries. 

Content  of  Basic  Working  Sheets.  — The  use  of  such  a  work- 
ing sheet  is  valuable,  because  : 

1.  It  ran  be  made  to  furnish  both  a  control  and  an  index  over 
the  entire  work. 

2.  It  ties  up  the  adjusted  figures,  as  made  necessary  by  the 
Ledg  ant  analyses,  etc.,  with  the  book  figures  and 
permits  tin-  ready  tracing  of  all  items  from  the  book-  to 
their  final  adjusted  form. 

3.  It  presents  conveniently  all  the  elements  thai  enter  into 
the  construction  of  the  audited  major  accounting  state- 
ments. 

In  the  case  of  a  hr>t  audit,  where  the  books  have  not  ben 
closed,  the  following  two  illustrative  arrangements  of  the  columns 
upon  the  working  sheel  are  offered  : 

1.   Fir>t  arrangement 

./.  Ledger  folios 
b.  Accounl  nan 

Trial  balance  al  close  of  period  audited 

i.  Debit 

ii.   Credit 

d.  Notations 

e.  Adjustment  enti 

i.  I:  permit  of  tie-up  beta  il  debits  and 

i  redits 
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ii.  Debits 
iii.  Credits 

/.    Profit  and  loss 
i.  Debits 
ii.  Credits 

g.  Adjusted  Ledger  balances  (Balance  Sheet) 
i.  Debits 
ii.  Credits 

h.  Schedule  index  (to  permit  of  tie-up  with  Ledger  account 

analyses) 

2.    Second  arrangement 

a.  First  sheet 

i.  Ledger  folios 
ii.  Account  names 

iii.  Trial  balance  debits  at  close  of  audited  period 
iv.  Adjustment  entries 

a  -  Index 

b  -  Debits 

c  -  Credits 

v.  Profit  and  Loss  Debits 

vi.  Adjusted  Ledger  balances  (Balance  Sheet  debits) 
vii.  Schedule  index 

b.  Second  sheet 

i.  Ledger  folios 
ii.  Account  names 

iii.  Trial  Balance  credits  at  close  of  audited  period 
iv.  Adjustment  entries 

a  -  Index 

b  -  Debits 

c  -  Credits 

v.  Profit  and  Loss  credits 

vi.  Adjusted  Ledger  balances  (Balance  Sheet  credits) 
vii.  Schedule  index 

In  the  above  type  of  working  sheet,  it  would  be  an  infrequent 
practice  to  find  the  accounts  receivable  and  payable  set  out  in 
detail.  These  appear  in  schedules  supporting  the  totals  shown 
only  upon  the  working  sheet.  These  schedules  are  proved  in- 
dependently. 
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In  the  event  of  a  repeat  engagement,  where  the  books  have  not 
been  closed,  the  closing  or  final  Trial  Balance  figures  for  the  pre- 
vious period  audited  may  be  included  upon  either  of  the  forms 
illustrated  above,  preferably  in  columns  to  the  left  of  those  shown. 
In  fact,  regardless  of  the  form  oi  working  sheet  used,  this  inclusion 
seems  highly  desirable  inasmuch  as  such  an  arrangement  per- 
mits the  auditor  easily  to  discover  or  trace  changes  in  account 
classifications  that  might  have  been  made  subsequent  to  the  last 
fiscal  closing,  as : 

i.    New  assets  and  liabilities 

2.  The  disappearance  of  items  found  in  an  earlier  Trial  Bal- 
ance, but  not  in  the  later 

3.  Abnormal  changes  in  the  amounts  of  specific  items  so  that 
the  attention  may  be  focused  to  making  the  investigation 
along  profitable  lines 

4.  The  Deoessary  adjustment  of  the  nominal  elements  is  facili- 
tated in  that  considerable  safety  is  secured  against  over- 
sight of  important  flu<  tuations  by  the  facts  thus  presented 

Where  an  audit  is  made  at  recurring  times,  the  Trial  Balance 
as  of  the  close  ^i  the  preceding  period  will  not  be  included  upon 
the  w. >rking  sheet  by  many  auditors  since  the  facts  thereof  are 
presumed  to  be  sufficiently  available  in  the  working  papers  of 
the  former  examination. 

In  case  the  client's  book-  have  been  closed,  and  a  first  audit  is 
contemplated,  the  statements  prepared  by  the  client's  office  will 
be  presented  to  the  auditor  when  he  takes  up  the  work  of  the 
audit.  Hereunder,  some  auditors  maintain  that  it  is  desirable 
to  prepare  as  a  basis  of  control  'or  in  addition  to  the  regular 
Trial  Balance  form  of  work  sheet  already  mentioned)  what  may 
be  called  a  Working  Balance  Sheet  and  a  Working  Profit  and  Loss 
Statement       one  sheet  or  sel  for  ea<  h. 

tin,  where  the  books  have  been  1  losed,  and  a  re<  urring  audit 
is  in  order  (or  where  the  figure-  of  some  other  auditor  for  the 
prei  eding  period  are  to  be  taken  as  corre<  1 1,  it  happens  frequently 
that  a  comparative  form  of  Balance  Sheet  first  is  spread  upon  a 

working  sheet,  the  nexl  tv lumns  to  the  right  holding  item 

increases  and  de<  n  Then  the  audit  procedure  contemplates 

primarily  a  verification  of  these  iie  reases  and  d< 
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In  any  event,  regardless  of  the  type  of  working  sheet  used  as 
the  basis  of  control,  a  rough  form  of  Balance  Sheet  should  be 
prepared  soon  after  the  work  of  the  examination  is  begun  so  that 
the  auditor  may  secure  therefrom  a  group  picture  or  snap-shot 
of  the  general  situation. 

Regardless  of  the  form  the  control  working  sheet  may  assume, 
the  spreading  thereon  of  the  consecutively  numbered  or  lettered 
adjusting  entries  seems  in  order.  Inasmuch  as  the  auditor 
usually  makes  adjustments  of  two  classes,  as : 

i.  Those  affecting  the  books  of  the  client  (these  are  to  be  en- 
tered thereon  eventually,  and  are  to  be  posted  to  the 
Ledger) 

2.  Those  not  affecting  the  books,  but  used  to  adjust  book  fig- 
ures in  accord  with  the  manner  in  which  the  auditor  desires 
these  figures  to  be  shown  in  his  final  statements  (these  are 
not  to  be  entered  upon  the  books,  and  are  not  to  be  posted) 

care  should  be  taken  to  provide  proper  notations  in  the  working 
papers  so  that  this  segregation  may  be  made  later  at  the  time 
the  audit  report  is  written. 

Reading  the  Minutes.  —  Undoubtedly,  a  reading  of  the  Min- 
utes by  the  auditor  is  valuable  (if  a  corporate  audit)  in  aiding 
him  to  become  oriented  quickly  to  his  assignment.  In  a  corpora- 
tion, the  Minutes  of  stockholders,  directors  (or  executive  com- 
mittee), and  special  committees  should  be  read  carefully.  In  a 
partnership,  the  partnership  agreement  should  be  called  for. 
Copies  of  all  contracts  and  agreements  in  existence  should  be 
obtained  and  examined.  In  the  case  of  a  corporation,  a  copy,  at 
least,  of  the  Certificate  of  Incorporation  should  be  seen  and  read. 

Abstracts  are  prepared  from  the  Minutes  of  important  matters ; 
from  the  contracts,  etc.,  on  file;  and  from  the  company  charter 
or  firm  agreement.  The  exact  name  of  the  concern  should  be 
noted,  date  certificate  filed,  authorized  capital  stock,  par  value 
and  classes,  names  of  incorporators ;  and  whether  or  not  direc- 
tors must  be  stockholders.  If  the  charter  or  copy  of  the  certificate 
of  incorporation  is  not  available,  a  certificate  covering  its  con- 
tents may  be  secured  from  the  Secretary  of  State.  The  powers 
and  the  duties  of  the  officers  are  contained  in  the  by-laws,  and 
many  other  points  of  importance  may  be  secured  therefrom. 
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Note  should  be  made  of  the  date  of  the  annual  meeting  so  that 
the  report  may  be  completed  in  time  for  presentation  thereat. 

The  stockholders'  Minutes  should  show  compensation  of 
officers,  election  of  officers,  bond  of  treasurer,  banks  of  deposit, 
managerial  contract.-,  property  purchase  contracts,  property 
valuations  when  properties  have  been  purchased,  perhaps  de- 
preciation rates,  etc.  Inquiry  should  be  specific  as  to  bonding 
of  employees;  this  may  or  may  not  be  covered  in  the  Minutes 
of  the  directors'  meeting-. 

Regardless  of  how  many  contract  documents  exist,  it  cannot  be 
a  waste  of  time  to  prepare  substantial  abstracts  of  their  contents, 
provided  they  have  any  bearing  upon  the  concern's  transactions. 
It  may  be  desirable  even  to  copy  important  portions  word  for 
word  so  that  the  exact  meaning  is  available  for  future  reference 
and  guidance. 


CHAPTER   IV 

AUDITING  CASH 

Plan  of  Audit.  —  Certain  general  principles  underlie  all  audits, 
although  the  method  of  work  adopted  on  a  particular  assignment 
varies  with  the  individual  training  and  experience  of  the  in- 
charge  auditor,  and  with  the  specific  conditions  encountered. 
It  is  with  this  variable  application  in  mind  that  the  following 
comments  are  offered. 

Opinions  differ  among  practitioners  as  to  the  advantages  ac- 
cruing from  the  use  of  an  audit  plan  or  program  ;  many  emphati- 
cally taboo  the  use  of  any  prepared  form  of  audit  plan  blank, 
whereas  others  seem  to  incline  toward  the  opposite  attitude, 
recognizing,  at  least,  that  some  type  of  working  schedule  has 
certain  merits  provided  its  dangers  and  limitations  are  not 
forgotten.  Whether  the  program  is  prepared  by  checking  off 
items  of  procedure  printed  upon  a  uniform  blank  plus  adding 
others  thereto  covering  certain  particular  matters  on  a  specific 
assignment  which  have  no  general  bearing  or  relation  to  other 
cases,  or  is  made  up  on  a  plain  sheet  of  paper  each  time  a  new 
audit  is  encountered,  seems  to  merit  but  scant  consideration, 
inasmuch  as  some  definite  record  must  be  kept  of  the  work 
performed. 

For  the  sake  of  uniformity,  and  to  be  assured  that  all  the  work 
is  done  which  should  be  done,  it  is  advisable  to  prepare  some 
plan,  the  operative  responsible  for  each  portion  of  the  work  com- 
pleted initialing  each  division  upon  completion.  By  adhering 
to  such  a  program,  whether  built  up  on  a  printed  blank  or  pre- 
pared in  process,  the  progress  of  the  work  can  be  determined 
quickly  by  the  principal,  and  where  work  is  left  undone,  or 
errors  are  overlooked  or  made,  the  person  responsible  may  be 
known  quickly,  and  rectification  made  before  trouble  is  encoun- 
tered. In  an  accounting  office  properly  organized,  it  seems  be- 
yond question  of  doubt  that  the  principals  should  be  familiar 

64 
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perfectly  with  what  has  been,  and  is  being,  done  on  each  audit, 
at  least  so  that  should  occasion  demand,  before  a  case  is  com- 
pleted, one  operative  may  be  substituted  for  another  without 
undue  delay. 

In  case  of  a  first  audit,  no  plan  should  be  prepared  too  con- 
clusively in  advance,  inasmuch  as  that  which  is  to  be  done  may 
be  decided  intelligently  only  as  the  case  opens  out ;  certain  gen- 
eral features  may  be  set  down  more  or  less  offhand,  but  comple- 
tion should  be  delayed  until  after  a  considerable  portion  of  the 
examination  has  been  finished.  Careful  note  should  be  included 
of  everything  that  is  dune  since,  among  other  things,  this  affords 
material  for  preparing  the  plan  to  be  followed  in  the  future  upon 
the  same  assignment,  and  even  at  times  upon  similar  assignments. 

The  basic  disadvantage  advanced  against  the  use  of  an  audit 
program  seems  to  be  that,  by  adopting  a  prescribed  plan  of  at- 
tack, the  operative  in  charge  is  apt  to  push  his  initiative  into 
the  background,  and  d^  his  work  automatically.  Undoubtedly, 
the  inexperienced  auditor,  or  the  floater  so  commonly  encoun- 
tered in  accounting  offices  during  the  peak  load  season,  may 
fall  into  tin-  rut  of  following  his  predecessor's  plan  blindly  — 
even  though  the  latter  has  been  revised  somewhat  —  and  miss 
absolutely  some  matter  of  vital  importance  which  has  arisen  in 
that  organization  subsequent  to  the  la-t  audit,  if  this  adverse 
dd  be  eliminated,  and  the  in-charge  accountant  be 
made  to  realize  that  he  must  make  suggestions  a>  to  amending 
the  plan  as  his  experience  shows  this  to  be  desirable  —  it 
would  seem  that  the  advantages  of  using  an  audit  program  out- 
weigh the  disadvantages.  Ii  tin-  audit  is  not  allowed  to  degen- 
erate into  an  automatic  checking  procedure,  and  if  the  program 
i-  changed  <>r  revised  from  time  to  time  on  a  repeat  engagement 
u  circumstances  demand,  the  system  has  90  many  advantages 
that  for  an  undertaking  of  considerable  size  it  seems  indispensable 
in  some  form  or  other. 

Where  an  auditing  practice  assumes  large  proportions,  ui 
some  such  method  i-  adopted  the  principals,  of  necessity,  must 
a  considerable  amount  of  control  over  the  work  being  done 
and.  in  a  hr.  e,  they  will  be  in  the  hands  of  their  staff. 

As  an  audit  progl  DOtes  must  be  made  apart  from  what- 

ever records  are  prepared  of  the  work  completed.    These  should 


66  AUDITING 

not  be, more  voluminous  than  absolutely  is  necessary  since  it  is 
highly  desirable  to  clear  up  as  many  points  as  possible  the  moment 
they  come  up  rather  than  to  make  notes  thereon  for  later  con- 
sideration. But  certain  matters  always  arise  which  cannot  be 
passed  upon  at  once;  for  example,  missing  vouchers  for  which 
duplicates  must  be  obtained.  Again,  it  is  necessary  to  make 
notations  concerning  matters  which  must  be  remembered  from 
one  audit  to  another  that  cannot  be  deduced  from  the  face  of 
the  accounts  themselves.  Further,  where  a  first  audit  is  being 
made  of  a  concern  engaged  in  a  business  of  a  technical  nature,  in 
which  special  conditions  are  encountered,  brief  explanations  are 
desirable  of  peculiar  or  technical  transactions  so  that  reference 
may  be  made  thereto  by  those  who  may  be  required  to  go  on  to 
the  case  subsequently. 

Mechanics  of  Auditing.  —  The  three  following  routine  pro- 
cedures form  a  considerable  portion  of  each  audit  engagement : 

i.   Vouching  —  checking  entries  from  supporting  documents 

2.  Checking  footings 

3.  Checking  postings 

Although  this  work  is  somewhat  mechanical,  it  is  important  that 
it  should  be  done  carefully  and  intelligently. 

Just  how  much  an  auditor  should  do  hereunder  on  a  given  case 
depends  upon  his  hire-contract,  the  system  of  bookkeeping,  and 
the  internal  checks  encountered.  In  a  small  concern  with  prac- 
tically no  internal  check,  a  detailed  execution  should  be  made ; 
in  these  cases,  too,  instructions  often  are  received  to  balance  the 
books  in  which  event,  probably,  it  will  be  necessary  to  check  all 
footings  and  postings.  In  a  large  enterprise,  where  an  efficient 
internal  check  exists,  and  the  books  are  balanced  by  the  office 
staff,  it  is  not  usual  or  necessary  to  check  completely.  Instead, 
tests  are  run,  but  considerable  judgment  is  necessary  to  decide 
what  shall,  and  what  shall  not,  be  done ;  since  circumstances  alter 
cases,  hard  and  fast  rules  cannot  be  prescribed.  In  other  words, 
on  the  one  hand,  a  detailed  audit  should  be  made,  whereas,  on 
the  other,  a  Balance  Sheet  audit  may  be  attempted,  at  least  in 
part. 

Even  though  the  majority  of  audits  made  by  the  large  firms 
are  said  to  be  Balance  Sheet  audits,  it  is  believed  that  the  large 
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portion  of  the  cases  handled  by  the  smaller  firms  and  by  auditors 
working  alone  on  their  own  account  with  a  handful  of  assistants 
approach  nearer  the  detailed  type  than  the  Balance  Sheet  kind. 
Under  either  condition,  it  seems  that  the  Balance  Sheet  audit  is 
a  rarity  since,  as  mentioned  previously,  an  unqualified  audit 
certificate  should  not  be  granted  unless  the  weak  spots  in  a 
system  have  been  covered  thoroughly;  although  the  Federal 
Reserve  Bulletin  may  be  taken  as  a  guide  prescribing  the  mini- 
mum requirement-  oi  an  audit,  it  does  not  set  out  everything 
that  may  have  to  be  done  to  satisfy  the  auditor  that  all  is  well 
with  the  report  attached  to  his  unqualified  certificate.  Although 
the  writer's  experience  is  not  believed  to  have  been  anything 
peculiar,  only  covering  what  has  happened  to  arise  in  the  day's 
work  of  a  general  practitioner,  in  looking  back  through  his 
audit  plans  for  a  series  of  years,  during  a  period  of  some  three 
and  a  half  years  not  one  audit  was  made  which  could  be 
labeled  a  pure  Balance  Sheet  examination;  at  times  one 
matter,  at  others  many,  developed  Calling  for  a  method  of  pro- 
cedure to  be  applied  to  a  specific  point  or  points  that  could  not 
insidered  anything  else  but  detailed  in  nature. 
Just  a-  soon  a-  thei  ash,  notes. and  securities  have  been  counted, 
the  auditor'-  control  work  sheet  drawn,  and  the  Minutes  and 
other  general  documents  read  and  abstracted,  undoubtedly 
what  i-  usually  known  as  the  detailed  mechanical  portion  of 
auditing  may  he  commenced.  The  exacl  time  of  starting  this 
division  of  the  examination  depends  upon  circumstances;  if  the 
senior  draw-  the  Trial  Balance  and  reads  the  Minutes,  etc.,  be- 
yond question  the  mechanical  for  the  most  part  the  junior's 
—  activities  are  comment  ed. 

Briefly,  vouching  i-  applicable  to: 

1.   (         Books 
Petty!     ah  Book 

3.  Payroll  R«  ord 

4.  Bur.  base  or  Vou<  her  Register 
Purchase  Return-  and  Allowances  Book 

6.  Sale-  Register 

7.  Sale-  R.tum-  and  Allowances  Book 

8.  Genera]  Journal 
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The  records  in  connection  with  which  footings  may  be  checked 
in  whole  or  in  part  may  be  illustrated  as  under : 

1-8.  Records  mentioned  above 

9.  General  Ledger 

10.  Customers'  Ledger 

11.  Creditors'  Ledger 

All  of  these  books,  as  a  rule,  are  not  footed ;  as  the  examina- 
tion proceeds,  and  the  work  develops,  the  auditor  determines 
just  how  much  seems  necessary.  Checking  postings  contem- 
plates a  general  consideration  of  the  following  records : 

1.  Those  from  which  entries  are  posted  to  the  General  Ledger 

2.  Those  from  which  entries  are  posted  to  the  Customers' 
Ledger 

3.  Those  from  which  entries  are  posted  to  the   Creditors' 
Ledger 

Hereunder,  also,  a  complete  checking  of  postings  may  not  be 
necessary,  except  as  concerns  the  General  Ledger. 

The  entire  success  of  an  audit  depends  upon  the  intelligence 
and  thoroughness  with  which  the  vouching  is  done.  Vouching 
does  not  seem  to  comprehend  merely  the  inspection  of  receipts, 
say,  in  connection  with  the  Cash  Book ;  it  should  include  the 
scrutiny  of  every  transaction  of  the  business  plus  evidence, 
either  documentary  or  otherwise,  of  sufficient  validity  to  satisfy 
the  auditor  that  each  such  transaction  is  in  order,  has  been 
authorized  properly,  and  is  recorded  correctly.  This  type  of 
vouching  requires  the  auditor  to  go  behind  the  books  and  trace 
the  entries  back  to  their  source.  Only  by  so  doing,  is  it  possible 
to  determine  the  complete  meaning  under  the  circumstances 
of  the  transactions  encountered ;  if  an  auditor  concerns  himself 
only  with  the  entries  as  they  appear  in  the  books,  his  deductions 
mostly  will  be  incomplete  with  the  result  that  many  matters 
of  importance  affecting  the  accounts  materially  will  be  passed  as 
correct  in  error.  Book  entries  reflect  only  such  information  as 
the  bookkeeper  desires  to  have  displayed ;  hence,  such  informa- 
tion may  be  contrary  to  fact,  purposely  or  otherwise.  Only 
external  evidence  can  give  the  auditor  a  correct  idea  of  the  true 
state  of  affairs ;  hence,  thorough  and  efficient  vouching  repre- 
sents the  very  backbone  of  auditing.     In  general,  clever  frauds 
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cannot  be  uncovered  except  by  vouching ;  therefore,  the  greatest  of 
care  and  intelligence  should  be  displayed  in  connection  therewith. 

As  vouchers  are  checked,  each  should  be  so  marked  by  a  special 
tick  or  a  rubber  stamp  that  it  cannot  be  produced  later  to  sup- 
port another  item.  Further,  the  marking  placed  upon  the 
voucher  may  be  so  located  that  its  position  denotes  exactly  what 
has  been  dune  with  the  evidence  in  hand  ;  an  invoice,  for  example, 
may  be  produced  once  when  the  Cash  Book  is  vouched,  and  a 
second  time  when  the  Purchase  Record  is  checked.  In  a  similar 
manner,  the  tick  marks  used  on  the  books  of  account  should  be 
placed  distinctively  when  the  corresponding  vouchers  have  been 
accepted. 

In  order  to  avoid  a  reexamination  of  vouchers,  with  the  re- 
sultant loss  of  time,  the  auditor  should  endeavor  while  he  has 
these  documents  before  him  during  the  vouching  process  to 
make  whatever  notes  are  necessary  on  various  matters  to  which 
the  attention  must  be  directed  later  —  as  contracts  needed, 
expense  apportionments  and  outstandings,  purchase  prices  of 
materials  to  be  used  later  in  verifying  inventories,  etc. 

In  all  probability,  the  first  ta>k  hereunder  is  to  vouch  the 
Cash  Hook.  In  this  connection,  the  auditor  ought  to  determine 
at  once  the  function  <>f  the  cash  records  encountered,  and  then 
COrdingly,  rather  than  give  much  attention  to  their  form 
ami  arrangement.  Briefly,  the  following  seems  contemplated 
by  "•  auditing  the  Cash  Hook  ": 

1.  Verify  components  of  receipts  and  disbursements 
<;.    In  detail,  and 

/'.    In  aggregate 

2.  Prove  balance,  by 
a.  A<  tual  count,  <>r 

/>.   Hank  confirmation,  <>r 
Both 

3.  Reconcile  bank  account  or  accounts 

The  reader  i-  cautioned  again  to  view  the  suggestions  herein 

made  a-  illustrative  only      those  matters  concerning  which  an 

auditor  should  be  familiar  a-  a  practitioner    exclusive  of  mere 

inting  principles)      but   tempered  with  the  essence  of  a 

ble  procedure  so  that  some  idea  may  be  secured  of  how  an 

mination  might  proceed. 
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Illustrative  Audit  Plan  for  Cash.  —  Illustrative  of  an  audit 
plan  for  the  asset  of  cash,  the  following  portion  of  a  general 
printed  program  is  given  below  : 


Com't. 

Do 

Done  by 

Cash  —  Cash  Book  : 
a.    Count  cash  on  hand 

b.    Deposit  checks  in  drawer,  requesting  ad- 
vice of  protest 

c.    Scrutinize  advances,  due  bills,  I.O.U.'s 
and  secure  executive  approval 

d.    Compare  cash  count  with  C.B.  balance 

e.    Have  pass  book  balanced 

/.    Secure  certificate  of  balance  from  bank 

g.    Reconcile  cash  and  check  books  with 
bank  statement 

//.   Work  back  cash  balance  as  of  report  date 

i.    Vouch  checks  to  C.B.,  examining  signa- 
tures and  indorsements 

j.    Clear  last  cash  papers 

k.   List  checks  unapproved  and  missing 

/.    List  unchecked  items  on  C.B. 

m.  Scrutinize  vouchers  for  check  disburse- 
ments 

n.   Test-Check  additions,  Dr.  &  Cr. 

o.    Test-Check  postings  to  G.L. 

p.   Test-Check  postings  to  S.L. 

q.    Test-Check  postings  to  P.L.-V.R. 

r.    Test-Check  postings  to  C.L. 

5.    Scrutinize  vouchers  for  petty  cash  pay- 
ments 

/.    Vouch  with  payroll 

u.   Test-Check  with  daily  charge 

v.    Vouch  cash  sales  slips 

w.  Scrutinize  cash  system  for  improvements 

X. 

y- 

z. 
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Com't. 

Do 

Done  by 

Petty  Cash  —  Petty  Cash  Book  : 
a.   Count  petty  cash 

b.    Compare  with  P.C.B.  balance 

c.    Test-Check  vouchers 

d.   Test-Check  additions  :   total  columns  — 
cross  footings  —  distributions 

e.    Check  postings  to  general  records  :  Jl.-L. 

/• 

R- 

In  the  preparation  of  this  program,  each  step  to  be  done  is 
indicated  by  placing  a  tick  (\  )  mark  in  the  second  column  at 
the  right  titled  "  Do."  If  particular  developments  uncovered 
require,  extra  steps  are  written  in  at  the  bottom  of  each  section 
in  the  space  provided,  after  which  the  check  mark  (y/)  is  placed 
in  the  second  column  at  the  right  as  before. 

Where  tests  are  to  be  run.  instead  of  a  detailed  checking,  the 
word  •'  Check  "  at  the  left  margin,  but  to  the  right  of  the  word 
'Test  "'  i-  crossed  out  in  each  instance.  Further,  a  brief  com- 
ment as  to  what  each  tesl  covers  may  be  indicated  in  the 
tir-t  column  at  the  right,  headed  "  Com't."  For  example,  if  the 
audit  (over-  a  year,  it  may  be  that  only  the  last  two  month-  of 
the  period  are  to  be  covered  by  item  "  ;/  "  under  "Cash  Cash 
Hook  ";  if  so,  in  the  "  Com't  "  column  a  notation  is  made,  say, 
"  \  I)  ";  naturally,  the  internal  check  system  must  be  suffi- 
ciently adequate  to  permit  this. 

As  ea<  h  person  on  the  auditor'-  staff,  working  upon  the  case  in 
hand,  completes  certain  duties,  he  enters  his  initials  in  the  first 
of  the  columns  at  the  right  headed  "  Done  by."  just  opposite 
the  item  completed.  If  two  junior-  do  a  certain  pie.  i-  of  work, 
each  one  i-  provided  a  space  in  which  to  enter  hi-  initials.  In 
the  event  of  error,  the  senior  know-  just  who  i-  responsible 

therefor ;  further,  in  case  a  g 1  pi©  e  of  work  i-  done,  the  senior 

knows  whom  to  commend.     In  addition  to  having  each  person 

hi-  initial-  in   the  space  provided,  as  an  item  of  work  is 
Completed,  each  individual  engaged  upon  an  audit  should  tarry 
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a  small  pocket  note  book  in  which  to  enter  the  time  spent  on 
each  portion  of  the  examination ;  a  copy  thereof  should  be  filed 
with  the  working  papers  upon  the  completion  of  the  audit,  being 
fastened  to  the  plan ;  such  information,  also,  is  necessary  in 
making  out  the  weekly  time  sheet  properly. 

Should  an  audit  plan  be  used  for  several  periods,  the  spread 
may  be  upon  a  columnar  sheet.  The  items  of  work  to  be  done 
may  be  listed  at  the  left  downward,  and  the  closing  dates  of  the 
respective  periods  entered  across  the  top  from  left  to  right. 

Internal  Checks  Related  to  Cash.  —  Since  a  large  portion  of 
frauds  arise  directly  in  connection  with  cash,  the  internal  checks 
over  cash  should  be  scrutinized  most  carefully  before  the  actual 
audit  of  the  cash  transactions  is  commenced.  In  the  original 
instance,  it  should  be  determined  just  what  are  the  duties  of  the 
cashier  —  particularly,  does  he  have  charge  of  any  Ledgers,  or 
books  of  original  entry  other  than  his  own?  In  a  large  concern, 
the  regular  duties  of  a  cashier,  as  such,  will  keep  him  fully  oc- 
cupied ;  in  a  small  establishment,  it  is  not  possible  usually  to 
have  one  man  spend  his  entire  time  in  carrying  out  the  duties  of 
cashier  only.  In  cases  of  the  latter  type,  the  opportunities  for 
fraud  by  the  cashier  are  considerable. 

In  connection  with  receipts,  the  auditor's  attention  is  directed 
to  the  following  points  : 

i.   Who  opens  letters. containing  remittances? 

2.  Are  remittance  checks  stamped  immediately  "For  Deposit 
Only"? 

3.  Are  remittance  sheets  used?  If  so,  how  checked  and 
O.K.'d?  Are  daily  totals  thereof  compared  with  Cash 
Book  entries,  and  by  whom? 

4.  What  method  is  used  in  issuing  receipts  to  customers? 
The  cashier  should  have  no  duties  in  this  connection. 

5.  Are  all  receipts  banked  daily  intact,  and  does  the  person 
who  takes  the  money  to  bank  for  deposit  have  any  other 
connection  with  the  cash  transactions  ? 

6.  How  are  cash  sales  (if  any)  recorded  and  checked  ? 

7.  May  salesmen  collect  debts ;  if  so,  under  what  conditions? 

8.  How  often  is  the  Pass  Book  checked  against  the  Cash  Book, 
a  Reconciliation  Statement  prepared,  and  does  anyone 
assist  the  cashier  hereunder  ? 

9.  Who  has  custody  and  treatment  of  the  notes  receivable? 
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In  relation  to  payments,  the  auditor  may  direct  his  attention, 
with  profit,  to  the  following  points : 

1.  Are  all  payments  made  by  check,  excepting  those  handled 
through  petty  cash?  Who  has  authority  to  sign,  and  is  a 
countersignature  required? 

2.  Are  checks  made  out  to  ''Bearer"  a  common  occurrence? 

3.  What  procedure  exists  for  checking  statements  against 
invoices  before  checks  are  drawn  in  payment,  and  for  com- 
parison with  creditors'  accounts?1 

4.  Arc  vouchers  numbered  properly  and  filed  in  order?  This 
should  not  be  work  for  the  cashier. 

5.  How  are  extraordinary  payments  authorized  ? 

6.  What  type  of  petty  cash  system  is  in  operation? 

7.  What  system  is  in  operation  for  preparing  payrolls  and  pay- 
ment of  wages? 

When  the  auditor  has  completed  his  investigation  along  the 
lines  suggested,  he  is  in  a  position  to  draw  up  his  scheme  for  the 
audit  of  cash,  paying  attention  to: 

1.  Weak  points  in  the  system 

2.  All  places  where,  from  experience,  loopholes  are  likely  to  be 

found 

3.  Hire-contract  with  the  client 

Although  it  is  not  part  of  an  auditor's  duty  at  all  times  to  advise 
the  client,   without   invitation,  as  to  the   manner  in  which   the 
1  could  be  improved  and  strengthened,  this  may  be  done. 
I  the  work  proj  il  is  necessary  to  keep  this  matter 

in  mind,  particularly  a-  to  tin-  followii 

1 .  To  insure  that  all  re.  eiptS  from  all  sources  are  accounted  for 

2.  To  insure  that  no  fraudulent  or  improper  payments  are 
made,  that  every  payment  i-  authorized  properly,  that  eat  h 
payment  covers  an  actual  business  purpose,  that  the  trans- 
ai  don  i-  r»  orded  properly  in  tin-  book-,  and  that  the  payee 
actually  ha-  received  the  amount  involved 

Verification  of  Cash  Receipts  Deposited  Intact.  Certain 
general  conditions  arc  encountered  when  the  auditor  make- 
ready  to  audit  this  a 
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i.  Under  an  ideal  situation,  cash  receipts  are  deposited  intact, 
and  all  payments  are  made  by  check  except  those  from  petty 
cash,  the  fund  for  the  latter  being  on  the  imprest  basis. 

2.  Receipts  may  be  used  in  part  for  petty  cash  payments  and 
for  other  disbursements.  Particularly  is  this  true  in  the 
smaller  concerns. 

Where  undertakings  are  located  at  considerable  distances  from 
banks,  the  cash  procedures  may  be  seriously  at  fault.  Deposits 
may  be  made  spasmodically  when  someone  happens  to  be  going 
in  the  direction  of  the  bank ;  and  during  this  interval  payments 
may  be  made  from  the  accumulated  cash  on  hand.  However, 
nothing  here  should  prevent  the  use  of  a  petty  cash  or  working 
fund  out  of  which  cash  payments  may  be  made ;  for  safety's 
sake  such  a  fund  should  be  established  and  used. 

When  ready  to  verify  the  cash,  the  auditor  should  govern  him- 
self as  seems  best  to  prevent  future  possible  embarrassment. 
Items  in  transit  between  branches  or  banks  at  the  time  of  the 
audit  must  be  watched  for,  so  that  their  final  receipt  and  correct- 
ness may  be  verified. 

Where  a  satisfactory  system  of  internal  check  is  operated  in 
connection  with  cash  receipts  and  disbursements,  the  cash  audit 
should  be  a  fairly  simple  matter,  inasmuch  as  the  cash  may  be 
proved  in  total.  The  entire  receipts  shown  by  the  Receipts 
Register  should  agree  with  the  total  deposits  as  shown  by  the 
Bank  Statement,  and  the  payments  of  cash  as  shown  by  the 
Check  Register  should  agree  with  the  withdrawals  shown  on  the 
Bank  Statement  after  the  outstanding  checks  have  been  taken 
into  consideration. 

If  the  Bank  Statements  are  correct,  the  footings  of  the  cash 
records  are  assumed  as  needing  no  verification,  because  they 
must  be  correct  if  they  agree  with  the  total  of  deposits  and  pay- 
ments as  shown  by  the  Bank  Statements  after  the  necessary 
adjustments  have  been  made  : 

i.   For  deposits  entered  by  the  bank 

a.  At  the  commencement  of  the  period  audited  which  were 
entered  on  the  books  prior  to  the  beginning  of  the  period 

b.  After  the  period  of  audit 

2.  For  checks  outstanding  at  the  beginning  and  at  the  end  of 
the  period. 
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In  verifying  cash,  a  proof  of  the  Cash  Book  footings  may  be 
secured  by  means  of  the  following  statement : 

Receipts 

Deposits  of  period  (see  bank  statements) S^ 

Deduct : 

Deposits  included  above  relating  to  prior  period  (see  Cash  Receipts 

Register)        ${ 

Less : 

Contra  entries  in  Cash  Receipts  Register  to  neutralize  checks  can- 
celled after  entry  in  Check.  Register $6    $6 

~~    Sc 

Add: 

Deposits  not  included  in  bank  statements  relating  to  present  period 
but  credited  by  bank  subsequent  thereto  (see  Cash  Receipts 
Register)       So1 

Total  receipts  or  deposits  (see  Cash  Receipts  Record) $£ 

Payments 

Payments  of  period  (see  bank  statements) S^ 

uct: 
Checks  included  above  relating  to  prior  period  (sec  Check  Register)     $£ 

Less: 

Cancelled  checks  on  Check  Register  not  issued Se1    $£" 

%i 

Add  : 

Checks  not  included  in  bank  statements  relating  to  present  period 

being  outstanding  as  at  end  thereof  (see  Check  Register)  ....  So 
Total  payments  (see  Check  Register) %i 

Summary 

Total  recti;  tsh  Receipts  Register)       $£ 

Deduct:  Total  payments  (see  Check  Register) $<f 

Balance,  Cash  00  hand,  pet  books $0 

Exchange,  Collection,  and  Interest  Items.  Even  where  all 
receipts  are  deposited  intact,  their  total  may  Dot  agree  with  the 
deposits  according  t<>  t lu-  bank's  records,  because  of  deductions 
by  the  latter  for  exchange,  interest,  etc  The  correct  procedure 
lure  would  be  t<>  induce  the  bank  to  present  monthly  statements 
covering  these  items  so  thai  settlement  therefor  may  be  made 
from  petty  cash  in  order  that  all  deposits  will  be  accepted  .it  face 
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value.  If  this  procedure  cannot  be  secured,  a  special  column  may 
be  provided  upon  the  Cash  Book  in  which  to  hold  these  items 
so  that,  when  its  total  has  been  deducted  from  the  gross  receipts, 
the  remainder  will  be  in  agreement  with  the  bank's  statement  of 
deposits.     A  bank  holds  Canadian  checks  for  collection  only. 

Interest  on  discounted  drafts  cannot  be  predetermined  unless 
a  definite  date  of  payment  is  specified  in  the  draft.  It  is  impossi- 
ble to  know  when  a  sight  draft  will  be  paid,  or  one  reading  that 
payment  shall  be  made  "  on  arrival  of  goods,"  so  that  the  net 
proceeds  delivered  to  the  discounting  bank  will  be  known 
before  such  time. 

Bank  Reconciliation  Procedure.  —  A  practical  procedure  il- 
lustrating one  way  under  which  the  Cash  Book  may  be  vouched 
and  the  bank  account  or  accounts  reconciled  is  offered  below. 
The  returned  checks  on  hand  may  be  found  arranged  in  one  of 
two  possible  ways : 

i.  In  bundles,  just  as  the  bank  returned  them.  Undoubtedly, 
this  indicates  no  reconciliation  has  been  made  for  a  long 
time. 

2.    In  numerical  order  as  issued 

Some  banks  use  Pass  Books ;  others  have  adopted  a  monthly 
statement  form  on  which  are  shown  paid  checks  and  deposits ; 
again,  if  an  account  is  inactive,  a  Pass  Book  may  be  in  order, 
whereas,  if  an  account  is  active,  the  statement  may  be  found. 
Under  the  first  condition,  the  bank  statements,  or  the  machine 
lists  inclosed  in  the  balanced  Pass  Books,  should  be  checked  out 
before  the  returned  checks  are  arranged  in  numerical  order ;  each 
statement  should  be  proved,  or  each  Pass  Book  balance  proved, 
before  the  order  of  the  returned  checks  is  disturbed. 

The  returned  vouchers  should  be  checked  against  the  state- 
ment entries  or  the  machine  lists.  Each  machine  list  should  be 
footed,  and  such  footing  checked  against  the  Pass  Book.  Each 
Bank  Statement  should  be  footed,  both  as  to  debits  and  credits ; 
the  opening  balance  from  the  preceding  statement  should  be 
checked,  and  the  closing  balance  proved.  This  procedure  is 
done  month  by  month  and.  if  everything  is  found  in  order,  the 
checks  are  arranged  numerically,  a  memo  being  prepared  of  the 
missing  numbers. 
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Where  checks  are  missing,  the  check  book  stubs  should  be 
referred  to  to  determine  whether  they  are  cancelled  or  still  out- 
standing ;  if  no  check  book  stub  is  used  —  as  where  checks  are 
put  up  into  pads  —  the  Cash  Book  takes  the  place  of  the  check 
book.  Cancelled  checks  should  be  preserved  in  numerical  order, 
some  advocating  their  being  pasted  back  on  to  the  respective 
stubs. 

If  all  checks  are  drawn  on  one  bank,  and  are  entered  in  numeri- 
cal order,  it  is  possible,  as  a  rule,  to  reconcile  the  bank  account 
and  vouch  the  disbursements  at  the  same  time.  From  some 
source  the  auditor  will  have  determined  who  should  sign  cheeks 
and  who  countersign  them.  The  actual  procedure  of  reconciling 
and  vouching  is  about  as  under : 


Compare  check  number  with  Cash  Book  number 

Compare  check  payee  with  Cash  Book  payee 

Compare  cheek  amount  with  Cash  Book  amount 

Note  that  proper  signatures  are  on  each  check 

Place  a  small  c  at  the  right  of  the  amount  in  the  Net  Cash 

column  (or  a  double  tick  ") 


Scrutinizing  check  indorsements  seems  unnecessary,  a-  a  general 
rule  isubject  t<>  exceptions  shown  below),  since  most  checks  have 
been  passed  through  the  bank,  paid,  cancelled,  and  returned 
long  after  the  expiration  of  the  usual  ten-day  limit.  Frror-  n.»t 
reported  to  the  bank  prior  to  this  moment  seem  to  exceed  a 
reasonable  time,  and  the  account  may  Ik-  considered  a-  correct 
Morgan  vs.  U.  S.  Mortgagi  &  Trusl  ('"..  208  X.  Y.  218.) 
Further,  the  auditor  is  not  familiar  with  signature-,  a-  i-  a  bank 
teller. 

Checks  drawn  to  "cash  "  may  or  may  not  be  indorsed;  tin- 
auditor  should  turn  each  one  over  and  note,  if  possible,  who  i> 
supposed  to  have  received  tin-  money.  Examining  indorsements 
on  1  hn  k-  drawn  to  "  c  ash  "  IS  a  pro<  edure  distini  t  from  that  of 

examining  them  on  checks  drawn  to  the  order  of  someone. 
Considerable  more  tare  seems  accessary  in  the  lir-t  in-tame, 
although  even  if  tin-  ( he»  k  should  be  irregular,  this  fact  may 
be  difficult  to  detect.  In  the  case  of  executors  and  tru 
the  auditor  i-  <>n  special  notice  to  scrutinize  indorsements  on 
cash  <  ln-<  ks. 
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In  checking  out  a  bank  account,  the  work  entailed  usually  is 
done  by  two  persons  sitting  opposite  each  other,  with  a  table 
between.  In  examining  canceled  checks,  a  standardized  procedure 
should  be  developed  so  that  speed  with  accuracy  may  be  secured  : 

i.    Place  a  bundle  of  checks  at  the  left  hand. 

2.  Pick  up  a  check  and  scrutinize  signature  as  the  check  is 
being  moved  around  toward  the  front. 

3.  Call  amount,  and  observe  quickly  that  the  written  words 
agree  with  the  figures. 

4.  Check  the  check,  observing  cancellation,  and  call  payee's 
name. 

5.  Turn  check  over. 

6.  Perhaps  examine  indorsement  as  check  is  placed  face  down 
in  front  for  rebuilding  the  pile. 

On  the  list  of  the  outstanding  checks  as  of  the  first  of  each 
month,  check  off  those  paid  during  the  next  month  and,  by  check- 
ing against  the  entries,  determine  those  outstanding  at  the  end 
of  the  month.  The  person  checking  the  entries  in  the  Cash 
Book  should  watch  closely  for  all  items  not  charged  to  Accounts 
Payable  or  to  personal  accounts ;  as  to  these,  evidence  of  the 
genuineness  of  the  transactions  must  be  secured. 

Deposits,  per  bank  book  or  statement,  are  compared  with  en- 
tries of  receipts  in  the  Cash  Book.  Care  should  be  used  in  com- 
paring the  dates  of  receipt  and  deposit.  All  questionable  items 
should  be  taken  up  with  the  senior  in  charge. 

Bank  Reconciliation  Statement.  —  The  cash  on  hand  at  the 
end  of  the  period  should  represent  the  cash  in  bank  as  shown  by 
the  books.  This  must  be  reconciled  with  the  reported  bank 
balance  since  the  latter,  because  of  checks  outstanding  and  sundry 
charges  and  credits,  is  most  apt  not  to  agree  with  the  amount 
shown  by  the  client's  books. 

The  simple  form  of  reconciliation  statement  need  not  be  shown 
since  it  may  be  assumed  as  being  familiar  to  everyone  having 
occasion  to  read  this  book.  It  might  be  mentioned,  however, 
that  the  starting  point  should  be  the  balance  reported  by  the 
bank,  rather  than  that  shown  by  the  books,  inasmuch  as  the 
latter  amount  should  be  the  final  figure  secured ;  it  is  the 
book  figure  which,  if  correct,  represents  the  cash  item  for 
statement  purposes,  rather  than  that  reported  by  the  bank. 
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Ordinarily,  the  checks  outstanding  at  the  end  of  the  period 
under  review,  where  the  audit  is  made  immediately  after  the 
close  of  the  period  or  is  completed  directly  thereafter,  cannot  be 
verified  actually  unless  sufficient  time  has  elapsed  to  have  them 
cleared  through  the  bank.  Special  care  is  necessary  to  see  that 
no  checks  for  cash  purposes  are  drawn  at  the  close  of  the  period 
and  entered  in  the  next  period.  Checks  outstanding,  not 
examined  at  a  previous  audit  on  account  of  not  having  been 
returned  by  the  banks  must  be  called  for  and  be  traced  into  the 
Cash  Book  at  the  beginning  of  the  current  period  being  reviewed. 

Where  the  cash  account  is  more  or  less  complicated,  the  rec- 
onciliation of  a  bank  account  may  require  a  more  formal  method 
than  the  usual  simple  one  suggested  above.  In  this  case,  the 
tabulation  may  be  constructed  along  the  following  lines  —  in 
four  parts  or  tables  : 

1.  We  debit,  bank  does  not  credit. 

2.  We  (  redit,  bank  dors  not  debit. 
Hank  debits,  we  do  qoI  credit. 

4.    Bank  credit-,  we  do  Dol  debit. 

On  the  basis  of  the  above,  the  auditor  proceeds  as  follows: 

1.  Balance  per  bank. 

2.  Add    1  !  and  (3)  above. 

3.  Deduct  (  2  1  and  14  I  above. 

4.  Balance  per  Cash  Book  should  result. 

In-tead  of  the  above  arrangement,  the  statement  may  be  pre- 
pared in  account  form  : 


1.  Bank  balan.  e 

2.  Add  (1 )  and  (3)  above. 


1.  Our  balance 

2.  Add  (2)  and  (4). 


When  completed,  the  two  sides  should  balance  one  with  the  other. 
This  tabular  form  of  statement  may  be  used  in  balancing  many 
sets  of  accounts  between  two  parties,  when  the  reciprocal  items 
are  so  numerous  as  to  make  the  pro.  ess  1  ompli<  ated,  as  : 

1.  Between  home  office  and  brant  h 

2.  Between  stock  brokers  in  two  different   cities,  where  these 

are  buying  from  and  selling  t<>  ea<  h  other  1  onstantly 

3.  Etc. 


CHAPTER  V 
AUDITING  CASH   (Continued) 

Bank  Pass  Book.  —  One  portion  of  the  work  of  vouching  the 
Cash  Book  is  to  check  it  against  the  bank  Pass  Book  (or  Bank 
Statement).  The  individual  items  in  the  Cash  Book  are  called 
back  against  the  Pass  Book,  the  entries  on  both  records  being 
ticked;  then  the  Reconciliation  Statement  at  the  end  of  the 
period,  where  prepared  by  the  office  staff,  should  be  checked, 
so  that  the  balances  of  the  Cash  and  Pass  Books  may  be  agreed. 
All  checks  paid  in  or  drawn,  not  in  the  Pass  Book  as  on  the  end- 
ing date  of  the  period,  and  which  appear  in  the  Reconciliation 
Statement,  should  be  traced  into  the  bank  in  the  succeeding 
period,  so  it  may  be  determined  that  these  represent  bona  fide 
transactions.  Where  the  audit  is  made  sometime  after  the  close 
of  the  period,  and  checks  are  encountered  not  yet  cleared  through 
the  bank,  the  reasons  therefor  should  be  ascertained. 

In  checking  out  the  debit  side  of  the  Cash  Book  against  the 
Pass  Book  (or  Bank  Statement),  it  should  be  observed  that  the 
dates  agree ;  many  frauds  are  committed  by  the  simple  expedient 
of  delaying  the  banking  of  receipts,  this  permitting  the  defaulting 
person  to  have  the  use  of  such  money  in  the  interim,  so  that  at 
all  times  he  is  in  possession  of  part  of  the  business  funds. 

When  the  credit  side  of  the  Cash  Book  is  taken  up,  it  should  be 
noticed  that  dates  and  names  correspond,  and  bank  charges, 
dishonored  checks,  etc.,  should  be  considered.  Where  a  Recon- 
ciliation Statement  is  handed  the  auditor,  perhaps  he  will  check 
only  the  credit  side  of  the  Cash  Book  in  total ;  nevertheless,  a 
more  secure  procedure  hereunder  would  seem  to  be  to  check  out 
the  entire  debit  side  in  detail,  and  to  note,  inquire  into,  and  take 
account  of  all  contras  when  agreeing  the  credit  side  in  total. 

Since  frauds  have  been  covered  by  producing  a  fictitious  Pass 
Book  to  the  auditor,  the  confirmation  certificate  secured  direct 
from  the  bankers  should  not  be  forgotten.  The  balance  hereon 
should  agree  with  the  Pass  Book  balance  produced. 

80 
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Auditing  after  Close  of  Period  Covered.  —  After  the  hank 
confirmation  has  been  secured,  and  a  copy  of  the  undertaking's 
bank  reconciliation  obtained  for  the  month  just  prior  to  the  pe- 
riod's close  (say.  November)  — or  the  balanced  Pass  Books,  and 
the  Cash  Book  (or  Cash  Registers),  the  auditor  should  prepare 
a  Bank  Reconciliation  Statement  as  of  the  date  of  the  actual 
count ;  also,  the  transactions  should  be  traced  or  worked  back 
to  prove  the  balance  sought  —  the  one  to  which  he  is  expected 
to  certify. 

If  the  book  balance  is  verified  under  the  present  circum- 
stances, the  balance  at  the  end  of  the  period  under  audit  as 
shown  by  the  books  may  be  proved  as  follows  : 

Balance  (present  date)  per  books Sc 

Add  —  Disbursements  from  end  of  period  to  date  above Sc" 

Deduct  —  Receipts  from  end  of  period  to  date  above Sc 

Balance,  as  of  end  of  period  under  audit.     (See  Trial  Balance)     .     .     .     $£ 

Taking   the   canceled    checks  returned  by  the  bank  as  of  the 
close  of  business  on  the  last  day  of  the  period  under  scrutiny, 
and  all  those  which  have  been  returned  subsequent  thereto,  the 
auditor  checks  out  the  Cash    Hook   for   the  last    month   of  the 
period   (as  December)    and  every  cluck   belonging  to  the  pre- 
ceding month  (as  November)  found  in  the  bundle  for  the  lasl 
month  (as  December)  should  be  traced  into  the  reconciliation 
obtained   from  the  concern  for  the  month  preceding  the  Last 
mber).     At  the  completion  of  this  procedure,  all  items 
in  the  Cash  Book  and  in  the  reconciliation  for  the  month  prior 
to  the  last  one  of  the  period  which  remain  unchecked  should  be 
I  into  the  reconciliation  as  of  the  end  of  the  period  being 
examined;     everything    should    check    out.     Thereafter,    the 
iliation  schedules  of  the  auditor  may  be  prepared. 
Inasmuch  as  the  checks  outstanding  at  the  end  of  the  period, 
rule,  will  have  been  returned  by  the  bank  subsequent  to  the 
of  the  period  but  before  the  audit  is  completed,  a  verifica- 
tion thereof  should  be  made,  and  this  proof  of  checks  outstand 
hould  be  thorough.     In  the  words  of  the  Federal  Reserve 
Bulletin,  the  "only  safe  and  satisfactory  method  of  proving 
their  accuracy  is  to  compare  the  credit  side  of  the  Cash  Book 
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from  the  last  day  of  the  period  backward,  item  by  item,  with  the 
checks  returned  from  the  bank  for  such  period  as  may  be  neces- 
sary to  account  for  all  the  current  outstandings."  Care  should 
be  taken  to  make  certain  that  in  each  instance  the  payment 
date  (per  bank)  was  later  than  the  last  day  of  the  audited  period. 
Occasionally  the  auditor  will  find  himself  on  an  assignment 
just  prior  to  the  end  of  the  first  month  of  the  new  period  which 
follows  that  just  closed ;  hereunder,  if  possible,  he  should  ar- 
range to  have  the  bank  statement  for  this  particular  month 
given  to  him  unopened,  inasmuch  as  this  may  provide  the  means 
for  facilitating  the  verification  of  outstanding  checks. 

Further,  the  deposits  for  each  day  of  a  week  or  two  prior  to  the 
close  of  the  fiscal  period  should  be  compared  in  detail  with  the 
Cash  Book  by  checking  there  against  the  itemized  deposits  shown 
on  the  duplicate  deposit  slips  —  these  preferably  carrying  the 
bank  cashier's  stamp.  Sometimes,  it  is  necessary  to  make  this 
comparison  against  the  Pass  Book  ;  this  latter  comparison  seems 
not  as  desirable,  however,  as  the  former  method  of  examination. 
The  purpose  of  this  procedure  is  to  detect  what  is  known  as 
"  Lapping." 

Again,  the  deposits  for  the  last  month  or  two  weeks  of  the 
audited  period  may  be  checked  out  against  the  bank  state- 
ments ;  if  any  are  found  on  the  books  but  not  on  the  bank  state- 
ment, it  is  necessary  to  cover  by  Journal  entry.  In  auditing 
the  bank  statement  of  the  first  month  of  the  next  new  period, 
any  such  unentered  deposit  must  be  traced  thereto. 

As  intimated  before,  where  the  reconciliation  is  prepared 
some  time  after  the  close  of  the  period  being  examined,  it  should 
cover  all  funds  as  of  the  day  of  the  count,  as  well  as  of  the  close 
of  the  last  day  of  the  audited  period. 

Check  Kiting.  —  This  may  be  detected  by  checking  in  detail 
the  deposits  of  the  last  few  days  of  the  period  and  comparing 
them  with  the  receipts  in  the  Cash  Book.  If  a  check  drawn  on 
one  bank  by  the  company  was  deposited  in  another  bank  without 
being  credited  to  the  bank  on  which  it  was  drawn  prior  to  the 
close  of  the  period  under  review,  a  false  balance  would  be  es- 
tablished ;  such  check  would  be  held  over  and  be  used  against 
another  and  later  abstraction ;  this  process  is  said  to  "  kite  " 
the  amount  over  the  closing  time.     The  same  would  be  true  where 
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a  shortage  is  made  good  by  an  undeposited  check  held  over  for 

reasons  similar  to  those  given  above. 

Further,  close  scrutiny  should  be  given  all  cash  items  entered 
just  before  and  after  closing.  Again,  the  amount  of  the  sales 
roughly  may  ague  with  the  amount  of  the  deposits. 

Verification  of  Cash  —  Receipts  Used  in  Part  for  Petty  Cash 
Purposes.  —  Considerable  more  care  must  be  exercised,  and 
much  more  work  must  be  performed  under  this  situation  than 
where  the  cash  is  controlled  by  a  proper  system  of  internal 
check. 

The  present  procedure  may  be  suggested  as  follows : 

1.  As  to  receipts 

a.  Determine  amount  of  cash  receipts  deposited 

b.  Balance  must  represent  loose  cash  to  be  accounted  for 

2.  As  to  payments 

(/.   Determine  amount  of  cheeks  drawn 

b.  Balance  must  represenl  currency  payments 

3.  As  to  balanee  (composition) 
j.  Cash  on  deposil 

i.  Verify  by  bank  communication  and  reconciliation 
b.   Cash  on  hand 

i.  Verify  by  actual  count 

It  is  noticed  from  the  above  that  the  cash  receipts  and  pay- 
ments must  be  classified  separately  as  between  bank  and  cur- 
rency  items.  The  receipts  deposited  are  checked  against  tin- 
Bank  Statements;  all  receipts  not  accounted  for  hereunder 
should  be  totaled  and  such  total  be  used  tor  proving  the  actual 
cash  on  hand  in  accord  with  the  cash  count.  Likewise,  the  dis- 
bursements by  1  ho  k  should  be  compared  with  these  statements  ; 
all  payments  not  thus  accounted  for  should  be  totaled.  All 
footings  in  the  Cash  Book  for  the  entire  period  should  be  verified, 
canceled  checks  examined,  all  authorizations  for  currency  dis- 
bursements in-petted  and.  where  certain  of  these  currency  dis- 
bursements do  not  appear  to  be  authorized,  authorization  should 
cured  before  this  angle  of  the  case  is  lefl  ;  the  latter  means 
that  someone  in  authority  musl  give  the  auditor  written  authori 
cation  covering  all  these  petty  disbursements  before  he  will 
accept  them. 
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All  disbursements  may  be  vouched  when  the  checks  are  com- 
pared with  the  entries  upon  the  Cash  Book ;  expense  distribu- 
tions usually  are  found  upon  the  Cash  Book  unless  a  voucher 
system  is  in  operation. 

If  the  balance  is  verified  as  on  a  date  subsequent  to  that  rep- 
resenting the  end  of  the  period  under  audit,  it  is  necessary,  as 
before,  to  prove  back  the  cash  balance  as  of  the  ending  date  of  the 
audited  period.  The  form  of  Reconciliation  Statement  used 
is  somewhat  similar  to  that  adopted  where  the  receipts  are  de- 
posited in  bank  intact.     It  is  illustrated  as  follows : 

Bank    On  Hand  Total 

Balance  (at  date  of  count) $$        $6        $^ 

Add  —  Payments  from  end  of  period  to  date  of  count   .       $£        Sc        $£ 

Deduct  —  Receipts  from  end  of  period  to  date  of  count  .       $£        $£        $£ 


Balance  (at  end  of  period  audited) $£        Sc        Sd 

All  footings  for  the  entire  period  and  down  to  the  time  when  the 
cash  is  counted  should  be  verified ;  the  totals  should  be  inked  in 
and  then  initialed  in  ink. 

It  seems  desirable,  where  the  cash  transactions  between  the 
ending  date  of  the  period  and  the  date  of  the  count  are  not  too 
numerous,  to  verify  all  such  items. 

Vouching  the  Debit  Side  of  the  Cash  Book.  —  Apparently,  it 
is  more  difficult  to  vouch  this  side  of  the  Cash  Book  than  the 
credit  side,  since  the  auditor  should  not  be  as  much  concerned 
with  what  the  Cash  Book  shows,  as  with  what  it  should  dis- 
close (receipts  may  be  omitted).  The  result  is  that  he  must 
fall  back  upon  the  internal  checks  and  upon  evidence  more  or 
less  indirect. 

If  duplicate  deposit  slips  have  been  prepared  and  stamped  by 
the  bank,  a  proportion  of  them,  at  least,  should  be  checked  with 
the  Cash  Book ;  this  is  to  determine,  particularly,  that  all 
moneys  received  have  been  paid  in  bank  promptly,  and  that 
checks  have  not  been  split  improperly.  The  splitting  of  checks 
may  occur  as  follows:  A  payment  of  $100.00  by  A  &  Co.,  to 
settle  their  account  is  misappropriated,  so  that  it  does  not  appear 
either  in  the  Cash  Book  or  in  the  Customers'  Ledger.  If  nothing 
further  is  done,  attention  must  be  directed  to  the  account  after 
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a  time,  as  when  the  next  statement  of  account  is  sent  them, 
and  the  fraud  discovered.  In  order  to  prevent  this,  a  later  check 
from  another  customer,  X  &  Co.,  for  $200.00  is  entered  in  the 
Cash  Book  as  A  &  Co.,  $100.00,  and  X  &  Co.,  $100.00  on  ac- 
count, and  the  check  paid  into  the  bank.  In  this  manner,  the 
tir>t  account  is  closed  and  the  peculated  amount  transferred  to 
a  new  account.  In  case  fraud  is  suspected,  but  the  means  are 
not  available,  as  above,  for  unearthing  somethin.Lr.  it  may  be 
possible  to  make  arrangements  with  the  bank  to  obtain  tem- 
porary possession  of  the  original  deposit  slips.  In  most  cases, 
these  cannot  be  taken  away  from  the  banking  house,  it  being 
necessary  to  do  the  requisite  work  in  the  bank's  storeroom; 
some  depositories,  however,  may  refuse  all  privileges  of  this 
kind  unless  the  audit  relates  to  an  income  tax  investigation  by  a 
representative  of  the  Internal  Revenue  Office,  or  the  auditor  is 
well  known  to  some  one  of  the  bank's  officers. 

Duplieate  receipts  may  be    tested   against  the   Cash    Book, 

although  it  should  be  remembered  that  a  defaulter  will  have  no 

trouble  making  these  agree  with   the  Cash    Book   regardless  of 

what  amounts  may  haw-  been  included  in  the  originals.     Such 

appear  somewhat  useless. 

Undoubtedly,  the  best  check  on  cash  received  from  customers 
is  to  have  those  who  collect  and  handle  money  in  no  way 
connected  with  preparing  and  sending  out  the  statements  of 
account.  Naturally,  if  a  customer  receives  an  incorrect  state- 
ment, he  will  draw  attention  at  once  to  the  fact  that  a  sufficient 
amount  of  credit  has  not  been  given. 

In  connection  with  cash  sales,  the  auditor  i-  dependent  pri- 
marily upon  the  system  thereover.     If  cash  registers  arc  used, 
some  official  should  keep  the  key>  in  his  possession;  the  1 
ter   r<  hould   be   tested    by    tin-   auditor  against    the   cash 

inted  for  under  this  heading.  Where  floor  -ale-men  are 
numerous,  none  should  be  allowed  on  any  at  count  to  receive  1  ash  ; 
for  each  -aU-.  a  bill  may  be  made  out.  the  customer  paying  a  desk 
cashier  who  keeps  rd  on  a  desk  sheet  <>r  blotter.     Daily 

summaries  an-  prepared  from  the  salesmen's  books;  the  totals 
of  these  .  1  and  1  lie*  kid  against  tin-  de>k  cashier's  sum- 

maries, and  against  the  total  of  cash  from  such  sales  which  has 
been  paid  into  bank.     I  1  I    m  is  in  VOgue,  or 
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if  that  which  is  used  is  bad  and  faulty,  the  auditor  cannot  vouch 
cash  sales  satisfactorily ;  he  should  disclaim  all  responsibility  in 
this  connection  in  his  report  until  the  system  employed  is 
revamped  into  one  that  is  efficient.  In  accord  with  the  cash 
sales  system  in  use,  the  auditor  outlines  his  vouching  procedure. 

Sundry  receipts,  at  times,  are  difficult  to  check  inasmuch  as 
the  evidence  required  depends  upon  the  nature  of  the  items  en- 
countered. Rents  received  may  be  checked  against  the  Rent 
Register  or  agents'  accounts.  Leases  and  tenants'  agreements 
may  be  examined  to  determine  what  should  have  been  received. 
The  rent  book,  sometimes  carried  by  the  collector,  may  be 
secured  to  ascertain  that  all  rents  entered  in  it  have  been  ac- 
counted for.  Interest  and  dividends  from  investments  may  be 
checked  against  correspondence  on  file,  financial  journals,  bank 
Pass  Book  where  bank  collects,  and  bond  coupons  remaining 
attached  to  bond  securities ;  the  coupons  torn  off  are  presumed  to 
represent  interest  that  should  have  been  received.  Interest  on 
deposits  may  be  vouched  against  Pass  Book  entries.  Commis- 
sions received  may  be  vouched  against  statements  submitted. 
Agents'  receipts  may  be  checked  against  accounts  rendered,  the 
latter  having  been  checked  and  passed  by  a  responsible  party 
other  than  the  cashier.  Loan  interest  may  be  checked  against 
the  loan  contract  or  whatever  other  evidence  of  the  loan  exists 
to  determine  that  all  interest  as  provided  has  been  accounted 
for. 

Amounts  received  from  notes  receivable  may  be  checked 
against  the  Note  Book,  all  notes  which  are  due  being  accounted 
for.  Proceeds  from  the  sale  of  investments  may  be  checked 
against  the  broker's  statement  showing  the  net  amount  to  be 
received.  Proceeds  from  the  sale  of  sundry  assets  must  be 
checked  with  whatever  evidence  is  available  —  as  correspond- 
ence, contract  of  sale,  auctioneer's  statement  plus  marked  cata- 
log, etc. 

Vouching  the  Credit  Side  of  the  Cash  Book.  —  In  this  con- 
nection, most  of  the  papers  produced  consist  of  invoices,  re- 
ceipts, and  receipted  statements  of  account.  When  these  are 
examined,  the  auditor  should  compare  the  payee's  name  with  the 
name  given  in  the  Cash  Book.  Again,  he  should  notice  account 
dates,  since  by  doing  this  he  may  find  that  accounts  which  should 
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have  been  charged  to  Profit  and  Loss  last  year  are  included  in  the 
current  year's  business : 

1.  Such  error  may  be  accidental;    if  so,  proper  precautions 
should  be  taken  not  to  have  future  recurrences. 

2.  It  may  mean  that  in  the  past  there  has  been  a  fraudulent 
manipulation  with  the  object  of  inflating  profits. 

Dates  should  be  examined  to  guard  against  vouchers  of  former 
periods  doing  duty  in  supporting  fraudulent  payments  in  the 
current  period.  The  composition  of  goods  supplied  or  services 
secured  should  be  noted,  to  determine  that  they  represent  proper 
charges  againsl  the  business;  it  may  be  that  the  private  ac- 
counts of  individuals  are  being  paid  by,  and  charged  to,  the 
enterprise.  With  this  possibility  in  mind,  the  name  of  the  party 
to  whom  accounts  are  addressed  should  be  examined.  Fre- 
quently, private  accounts  an-  paid  through  the  business  so  that 
the  person  may  secure  the  concern's  discounts;  naturally,  such 
amounts  should  be  charged  to  that  person's  account  on  the 
1 1 

The  amount  of  each  voucher  should  be  compared  with  the 
amount  in  the  Cash  Book,  and  discounts  should  be  dealt  with 
properly  to  assure  of  their  being  in  order;  unauthorized  dis- 
counts may  indicate  a  misappropriation  of  fund-.  Each  voucher 
should  be  checked  and  passed  in  due  form  prior  to  payment, 
and  the  correct  Ledger  account  should  be  debited  therewith. 
Where  a  creditor  specifies  on  his  invoice  that  only  a  particular 
kind  of  receipt  will  be  recognized,  none  other  should  be  accepted 
without  caution.  Envoices  receipted  merely  in  ink  or  in  penal 
should  be  scrutinized  carefully,  since  it  is  a  simple  matter  for  the 
cashier  to  receipt  such  fraudulently;  printed  receipts  and  in- 
tamped  with  the  creditor's  rubber  stamp  seem  to  rep 
t  better  evidence  of  payments  made  in  order  than  the 
invoices  or  statements  marked  out  with  pencil  or  pen. 

Where  voucher  checks  are  in  use,  it  may  be  that  such  are  QOl 

acceptable  as  satisfactory  evidence,  from  the  auditor's  view- 
point a>  where  particulars  are  lacking  as  to  the  nature  of  the 
payment.  Further,  they  may  not  represent  good  evidence 
that  the  payee  has  rei  dved  the  amount  shown,  sin<  e  the  possible 
danger  is  present  that  such  forms  may  have  been  completed 
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fraudulently ;  such  fraud  is  most  difficult  to  uncover.  The 
corresponding  invoices  or  statements  of  account  should  be 
attached,  so  that  the  particulars  may  be  seen  and  verification 
made  that  payment  was  in  accord  therewith. 

Vouching  Payments  in  Settlement  of  Purchase  Ledger  Ac- 
counts and  Payments  to  be  Debited  to  Impersonal  Accounts.  — 
Where  payments  are  made  to  settle  balances  in  the  Creditors' 
Ledger,  it  may  not  be  necessary  to  examine  the  invoices  inas- 
much as  they  will  have  been  scrutinized  (perhaps)  when  the 
Purchase  Record  was  vouched  (if  same  be  done) ;  the  vouching 
of  the  Purchase  Record  is  commented  upon  at  a  later  time. 
This  would  be  true  where  creditors'  receipts  are  available.  But 
where  payments  are  made  which  offset  charges  to  impersonal 
accounts,  invoices  and  statements  should  be  produced  so  that 
full  particulars  of  each  transaction  are  at  hand ;  in  addition,  the 
auditor  may  find  it  necessary  to  refer  to  his  notes  of  the  Minutes, 
to  contracts,  etc.,  before  he  can  pass  such  payments.  It  is 
doubtful  if  too  much  care  can  be  applied  to  this  portion  of  vouch- 
ing the  Cash  Book. 

All  capital  expenditures  should  be  vouched  most  carefully,  to 
make  certain  the  payments  are  in  order  and  that  the  charges 
have  been  made  properly  against  capital.  The  documents 
necessary  in  connection  with  this  angle  depend  upon  the  nature 
of  the  payment.  These  are  considered  later  when  the  various 
other  assets  are  commented  upon  as  to  valuation  and  verification. 

Indorsed  Checks  as  Vouchers  for  Payments  Made.  —  All 
missing  vouchers  should  be  listed,  and  a  request  made  that  these 
be  found ;  where  missing  vouchers  cannot  be  located,  it  seems 
advisable  to  insist  upon  duplicates  being  obtained.  Frequently, 
the  indorsed  checks  are  produced  instead,  it  being  presumed 
that  these  will  be  accepted  as  sufficient  evidence.  But  except 
in  special  cases,  the  auditor  may  err  disastrously  if  he  accepts 
them  as  such,  because  an  indorsed  check  : 

i.   Is  not  good  evidence  that    the  payee  has    received  the 

amount ;   the  indorsement  may  be  forged 
2.    Is  no  evidence  as  to  the  nature  of  the  payment 

It  would  seem  that  an  indorsed  check  might  be  deemed  a  suffi- 
cient voucher  only  when  the  payee's  signature  is  known  to  the 
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auditor,  and  other  evidence  exists  as  to  the  nature  of  the  payment, 
that  it  is  in  order  and  correctly  authorized.  This  might  occur  in 
the  case  of  salaries,  directors'  fees,  and  partners'  drawings. 

Even  in  the  cases  above,  it  seems  advisable  to  demand  proper 
receipts,  where  possible.  In  connection  with  partners'  drawings, 
the  partners  should  be  requested  to  examine  their  accounts  and, 
if  in  order,  to  O.K.  them  by  writing  their  initials  thereon  in  the 
auditor's  presence. 

Vouching  Payments  for  Wages.  Salaries.  Commissions,  etc.  — 
Where  the  wages  item  reaches  fair  proportions,  the  question  of 
its  audit  assumes  considerable  importance.  To  begin  with, 
there  should  be  a  most  complete  internal  check  thereover.  An 
examination  should  be  made  of  the  method  of  recording  and 
paying,  and  if  this  is  found  to  be  poor,  the  auditor  should  point 
out  its  failings  and  disclaim  responsibility;  under  such  circum- 
stances  it  seems  impossible  to  prevent,  or  to  be  certain  of  uncov- 
ering, frauds.  Regardless  of  the  exact  manner  in  which  the 
m  of  recording  and  paying  may  operate,  the  time  tickets, 
the  preparation  of  the  payroll,  the  checking  of  the  payroll,  the 
handling  of  the  cash,  and  the  payment  of  the  wages,  should 
each  be  under  separate  and  independent  control.  Those  directly 
interested  in  the  business  as  principals  ought  to  watch  the  wages 
system  carefully,  and  from  time  to  time  either  take  part  in  or 
observe  the  actual  paying  off.  The  vouching  necessary  has  been 
sted  previously  in  Chapter  II.  in  connection  with  "  Sundry 
Kinds  of  Audits." 

Tin-  auditor  should  check  out  the  checks  drawn  for  salaries 
lary  lists,  and  each  of  tin-  latter  should  be  initialed 
ponsible    official    or    partner.     All    alterations    and 
changes  should  be  confirmed  in  the  same  manner. 

In  the  case  of  traveling  salesmen's  commissions  and  expenses, 
the  auditor's  task  may  or  may  not  produce  a  result  entirely  sat- 
tory.     Vouchers  -hould  be  insisted  upon  for  all  expei 
pi  railroad  fai  for  which  qo  receipt  can  be  obtained. 

I       ems  more  to  the  advantage  of  the  management  to  watch 
and  check  these  expenses  than  for  the  auditor  to  criticize.    Checks 
drawn  in  payment  should  be  vouched  against  th< 
counts  submitted,   and  all   unpaid   commissions  and  exp 
outstanding  at  the  end  of  the  period  should  not  be  forgotten. 
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Petty  Cash.  —  The  treatment  of  petty  cash  may  be  set  out 
summarily  as  under : 

i.    Where  operated  upon  the  imprest  basis. 

a.  Count  and  list  currency  on  hand  in  the  fund 

b.  Count  and  list  undeposited  checks,  vouchers,  and 
I.O.U.'s  found  in  the  fund  balance 

i.  As  to  undeposited  checks  (checks  cashed  not  depos- 
ited) 

a  -  List  name,  dates,  amounts,  banks,  etc. 
b  -  Cash  at  once  to  eliminate  chance  of  their  being 
used  to  cover  shortage 

c.  Hereunder,  also,  the  check  which  replenished  the  cash 
fund  for  all  expenditures  made  up  to  and  including  the 
end  of  the  period  audited,  should  be  noted  as  having 
been  received  on  the  books  prior  to  the  closing  of  such 
period.  If  this  be  not  the  case,  a  comment  should  be 
included  upon  the  petty  cash  schedule  as  to  the  exact 
day  on  which  such  check  was  received. 

2.   Where  not  operated  on  the  imprest  basis 

a.  Apply  the  following  formula  :  Balance  as  of  the  beginning 
of  the  audit  period ;  add  all  verified  charges  to  the  ac- 
count ;  deduct  all  vouched  disbursements ;  equals  balance 
as  of  the  end  of  the  audit  period. 

Where  a  Petty  Cash  Book  is  used,  this  should  be  audited  in 
the  same  manner  as  the  General  Cash  Book  —  as  to  footings, 
postings,  etc.  In  general,  where  advisable,  only  a  portion  of 
the  vouchers  will  be  checked  out  completely.  When  this  is 
being  done,  the  nature  of  the  payments,  and  the  headings 
under  which  they  are  analyzed  should  be  observed.  In  this 
connection,  under  the  imprest  method,  it  would  seem  highly 
desirable  to  have  some  responsible  official  approve  the  petty 
cash  records  as  checks  are  drawn  for  the  reimbursement  of 
the  fund. 

Proving  Cash  through  Other  Accounts.  —  Sometimes  it  is  not 
only  possible  but  advisable  to  prove  the  cash  through  other  ac- 
counts. For  example,  if  most  of  the  cash  received  comes  from 
accounts  receivable,  the  cash  receipts  may  be  proved  by  deduct- 
ing the  final  balance  of  the  accounts  receivable  from  the  sum  of 
the  beginning  accounts  receivable  balance  and  the  charge  sales 
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for  the  period,  after  making  the  adjustments  necessary  for  al- 
lowances, discounts,  and  accounts  written  oil  or  adjusted,  and 
subsequently  adding  thereto  the  cash  from  cash  sales  and  other 
miscellaneous  sources  after  proper  adjustment.  In  this  par- 
ticular instance,  such  a  test  is  valuable,  also,  in  indicating  the 
amount  of  credits  to  accounts  receivable  other  than  cash  ;  exces- 
sive amounts  thereof  when  investigated  closely  may  lead  to  the 
discovery  of  manipulations  or  actual  peculations. 

In  fact,  whenever  possible,  accounts  should  be  tested  out  by 
means  of  other  interdependent  or  related  accounts ;  such  pro- 
cedure may  lead  to  important  and  startling  disclosures. 

Footing  the  Cash  Book.  —  Some  auditors  test  the  Cash  Book 
out  by  footing,  perhaps,  only  every  fifth  page.  This  practice 
usually  is  all-sufficient  to  unearth  extensive  frauds  covered  by 
forcing  the  Cash  Book  footings,  but  an  occasional  mistake, 
whether  intentional  or  accidental,  is  apt  to  be  missed. 

When  accounts  are  abstracted,  instead  of  checking  out  the 
records  of  original  entry,  the  abstract  itself  proves  the  addition 
of  the  General  columns. 

The  only  safe  plan,  in  any  event,  seems  to  be  to  verify  all 
Cash  Book  additions.  Even  though  an  auditor  should  be  con- 
BCientious  in  keeping  the  audit  cost  down,  never  should  he 
sacrifice  the  thoroughness  of  his  work  to  reduce  its  cost.  It 
is  far  better  to  have  the  reputation  in  a  community  of  charging 
high  fees  and  doing  good  work  than  that  of  charging  low  fees 
and  doing  poor  and  unsatisfai  tory  work. 

Columnar  Cash  Book.  The  footings  of  all  special  columns 
upon  a  Cash  Hook  always  should  be  verified.  Since  only  the  totals 
of  these  an-  posted  to  the  Ledger,  a  false'  addition  may  not  affei  t 
the  Trial  Balam  e  and  hen.  e  may  not  be  detected  unit—  the  ad 
ditions  are  proved.  This  verification  seems  important  sin 
bookkeeper  purposely  may  make  a  false  entry  in  a  special  column 
without  including  it  in  tlie  footing  in  an  attempt  to  discredit  the 
auditor  in  th<  the  client  should  the  trap  not  be  detected. 

Every  payment  charged  to  an  Expense  column  should  be 
scrutinized  carefully  to  make  certain  the  charge  does  not  belong 
in  a  persona]  account.  Frequently,  one  who  ha-  authority  to 
sign  checks  purchases  articles  for  hi-  personal  use  chargu 

account  therefor. 
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A  General  Expense  account  on  the  credit  side  of  the  Cash 
Book  should  be  discouraged  since  its  use  is  conducive  to  fraud. 
Whenever  such  a  column  is  encountered,  an  analysis  should  be 
made  of  it  for  inclusion  in  the  completed  report.  Naturally, 
since  the  addition  of  the  analysis  columns  proves  the  addition 
of  the  total  of  the  General  column,  the  footing  of  the  latter  in 
the  usual  manner  may  be  dispensed  with. 

Balance  Sheet  Audit  versus  Detailed  Audit  —  Cash.  —  In 
auditing  the  cash  for  a  Balance  Sheet  audit,  the  following  illus- 
trative procedure  is  outlined  as  being  representative  : 

i.   As  to  petty  cash  : 

a.  Count  currency  and  list. 

b.  Examine  checks  undeposited,  scrutinizing  dates, 
amounts,  and  indorsements ;  have  same  deposited  in 
bank,  or  verify  their  reliability  otherwise. 

c.  Scrutinize  closely  all  vouchers,  receipts,  and  memos ; 
this  may  resolve  itself  into  merely  securing  approval  by 
someone  in  authority. 

d.  List  all  items  separately  and  reconcile  with  fund. 

e.  Work  back  total  to  audit  date. 

2.   As  to  reconciliation  of  bank  balances  : 

a.  Compare  canceled  checks  with  record  entry ;  list  all  dis- 
crepancies between  check  data  and  record  data ;  check 
off  record  amounts  compared. 

b.  List  all  unchecked  record  items  by  check  numbers  and 
amounts. 

c.  Compare  Pass  Book  or  duplicate  deposit  slips  with  record 
of  receipts  and  with  deposits  per  bank  statement ;  list 
deposits  made  in  last  month  of  audit  but  not  credited  by 
bank  until  in  the  subsequent  month. 

d.  Reconcile  conclusions  reached  with  bank  statement. 

e.  Verify  deposits  in  transit  as  at  close  of  period  by  corre- 
spondence or  otherwise. 

In  auditing  the  cash  for  purposes  of  a  detailed  audit,  one  might 
outline  a  complete  procedure  about  as  follows : 

i.   Balance  cash  at  once. 

a.  Petty  cash.     Count  and  reconcile. 

b.  Other  cash.  Count  and  list  by  making  full  record  of  it, 
plus  checks  undeposited. 
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2.  Have  Pass  Book  balanced,  secure  canceled  checks  and 
bank  confirmation  as  to  balance  on  deposit. 

3.  Agree  beginning  balance  with  balance  per  previous  Balance 
Sheet  or  audit  papers. 

4.  Reconcile  Cash  Book  with  bank  certificate. 

5.  Clear  checks  outstanding  as  of  beginning  of  the  period. 

6.  Prepare  summary  of  Cash  account  by  months,  showing  bal- 
ance on  hand  at  beginning  oi  period,  receipts  per  Cash 
Book,  payments  per  Cash  Book,  and  ending  balance. 

7.  Prepare  summary  of  (luck  Rook  account  by  months,  show- 
ing for  the  same  period  the  balance  on  hand  at  beginning  of 
period  per  Check  Bock,  deposits,  checks  drawn,  and  ending 
balance. 

8.  Prepare  summary  of  Pass  Book  account  by  months,  show- 
ing for  the  same  period  the  balance  on  hand  at  the  begin- 
ning of  the  period  per  the  Pass  Book,  deposits,  canceled 
checks,  and  ending  balance. 

9.  Compare  canceled  checks  with  Cash  Book  payments, 
scrutinizing  indorsements  and  comparing  payee  with  Cash 
Book  entry,  stamping  canceled  checks  with  a  stamp  to 
prevent  substitution,  and  making  necessary  working  sheet 
memos  covering  irregularities  found.  Make  list  of  all 
(  he<  ks  and  bank  charges  not  appearing  as  entered  on  the 

-!i  Hook,  prepare  list  of  all  checks  outstanding,  and 
schedulize  all  payment  items  on  the  Cash  Book  not 
checked  during  this  process  of  comparison.  Note  indorse- 
ment irregularities,  finally,  make  a  check  mark  on  the 
Pass  Hook  summary  to  indicate  thai  the  cash  has  been 
VOU(  hid  with  the  checks. 

10.  Ret  on<  He  total  payments  on  the  Cash  Hook  summary  with 
the  total  checks  on  the  Check  Hook  summary. 

11.  Reconcile  total  checks  on  the  Check  Hook  summary  with 
the  total  canceled  checks  on  the  Pass  Book  summary. 

1 :.  Rt •«  on<  ile  total  payments  on  the  Cash  Hook  summary  with 
the  total  canceled  checks  on  the  Pass  Book  summary. 

13.  Ret  on.  He  cash  receipts  on  the  ( !ash  Book  with  the  deposits. 

14.  Reconcile  total  receipts  on  the  Cash  Hook  summary  with 
the  total  deposits  on  the  Che<  k  Hook  summary. 

1 5.  Re<  on.  ile  total  deposits  on  tin-  Che<  k  Hook  summary  with 
tin-  total  deposits  on  the  P       B  ok  summary. 

16.  Reconcile  total  receipts  on  the  Cash  Hook  summary  with 
tin-  total  deposits  on  the  Pass  Book  summary. 

17.  Vouch  disbursements  with  paid  bills  or  other  vouchi 


94  AUDITING 

stamping  all  invoices  attached  to  vouchers,  as  well  as 
vouchers,  scrutinizing  all  signatures  on  approved  vouchers, 
and  tracing  to  the  proper  capital  and  revenue  accounts. 
List  all  missing  vouchers. 

1 8.  Foot  the  Cash  Book  for  the  entire  period.     This  seems  to 
be  advisable  under  all  conditions. 

19.  Check  all  postings  to  the  Ledgers. 

20.  Secure  second  bank  certificate  near  the  close  of  the  audit, 
check  returned  checks,  and  prepare  final  reconciliation. 

Overdrafts  on  the  Balance  Sheet.  —  Where  a  concern  has 
several  depositories,  and  any  one  bank  account  is  overdrawn, 
the  net  amount  on  deposit  should  not  be  presented  in  the  Balance 
Sheet.  The  total  cash  on  deposit  should  be  shown  on  the  asset 
side  of  the  Balance  Sheet,  and  the  overdraft  should  be  included 
as  a  liability  under  the  grouping  of  current  liabilities. 

Suggestions  of  Auditor  on  System  —  No  System  of  Internal 
Check.  —  The  auditor  should  show  the  client  the  value  of  cash 
control  and,  in  connection  therewith,  he  should  stand  ready  to 
propose  the  necessary  forms  and  routine  needed  to  accomplish 
these  ends.  However,  any  such  proposal  must  be  made  with 
utmost  discretion  in  order  not  to  antagonize  the  client  or  his 
staff.  Again,  as  mentioned  before,  where  bank  balances  are 
found  too  large  to  be  consistent  with  the  needs  of  the  business  in 
question,  the  auditor  wisely  may  disparage  such  practice ;  even 
though  large  bank  balances  may  add  color  to  the  Balance  Sheet, 
as  a  rule  they  seem  to  indicate  a  tottering  business  policy. 
Where  surplus  funds  are  not  to  be  used  to  advantage  in  either 
expansion  of  sales  or  in  the  enlargement  of  production,  they 
should  be  placed  in  special  deposit  or  in  savings  accounts,  or 
in  ready  convertible  securities,  where  they  will  earn  some 
interest. 

In  other  words,  the  auditor  should  be  more  than  a  checker  of 
figures ;  he  may  render  as  much  efficient  service  to  a  client  along 
constructive  lines  as  in  doing  anything  else.  In  fact,  he  should 
take  an  interest  in  things  other  than  figure  accuracy ;  thereby 
he  may  secure  the  everlasting  respect  and  goodwill  of  his  client. 

Conclusion.  —  The  extent  of  the  cash  examination  seems  to  be 
a  relative  matter,  dependent  entirely  upon  the  auditor's  discre- 
tion and  the  particular  circumstances  encountered.     The  secur- 
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ing  of  an  absolute  check  always  is  most  desirable  but.  at  times, 
this  may  not  be  justified  or  even  acceptable  to  the  client. 

The  right  kind  of  an  audit  should  cover  thoroughly  all  weak 
spots,  but  what  these  may  be  on  a  given  assignment  cannot  be 
determined  in  advance ;  the  proper  coverage  of  the  weak  points 
is  dependent  more  upon  experience  than  upon  a  knowledge  of 
abstract  theories.  Naturally,  where  irregularities  are  suspected, 
the  most  thorough  check  possible  should  be  obtained.  De- 
pendent upon  the  circumstances  encountered,  and  upon  the 
freedom  permitted  the  auditor  to  satisfy  himself  thoroughly  that 
everything  is  in  order,  rests  the  phrasing  of  that  portion  of  his 
Audit  Certificate  which  relates  to  this  part  of  the  work. 

The  method  employed  in  auditing  the  cash  should  be  both 
simple  and  complete  so  that  the  auditor  may  be  enabled  to  per- 
form his  duties  in  as  short  a  time  as  possible  even  when  the  work 
is  extensive.  In  general,  what  he  is  desirous  of  securing  through 
his  audit  efforts  may  be  summarized  as  under: 

1.  To  prove  the  correctness  of  the  Cash  Book  footings 

2.  To  prove  the  correctness  of  the  Check  Hook  footings 

3.  To  prove  the  correctness  of  the  bank  account 

4.  To  detect  all  errors  and  adjustments  affecting  cash 

5.  To  detect  all  contra  entries 

6.  To  deted  all  errors  in  the  Cheek  Rook 

7.  To  detect  all  errors  in  the  Pass  Book 

8.  To  detect  all  items  entered  in  the  Cash  Book  but  not  de- 
posited 

9.  To  detect  all  items  passed  through  the  bank  without  entry 
in  the  Cash  Book 

10.    To  dete<  t  all  errors  of  omissioD  and  commission 
n.    To  secure  absolute  control  over  the  cash  and  bank 
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AUDIT    OF    THE   ASSET  ACCOUNTS 
NOTES  RECEIVABLE  — SECURITIES 

Introduction.  —  In  auditing  the  Balance  Sheet,  one  should 
remember  not  only  the  charge  and  discharge  rule,  but  the  fact 
that  the  Balance  Sheet  as  of  a  particular  date  is  to  be  revamped  ; 
hence,  it  is  necessary  to  determine  what  assets  actually  were 
on  hand  on  that  certain  date  —  non-Ledger  as  well  as  Ledger 
assets,  since  the  former  play  as  important  a  part  in  net  worth 
determination  as  do  the  latter. 

A  Balance  Sheet  and  Profit  and  Loss  Statement  usually  are 
submitted  as  prepared  by  the  regular  office  staff.  If  possible, 
similar  statements  should  be  secured  for  several  years  previous, 
and  at  least  for  the  preceding  year.  Reports  by  other  account- 
ants, reports  on  appraisals  and  documents  of  a  like  nature,  con- 
tain considerable  information  of  auditing  value. 

In  the  case  of  a  regular  client,  the  staff  operative  has  available 
in  the  files  of  his  office  working  papers,  audit  program,  and  mis- 
cellaneous documents  from  previous  visits,  by  means  of  which 
an  intelligent  grasp  of  matters  may  be  secured  even  though  that 
particular  assignment  is  new  to  him.  Reports  of  other  account- 
ants, if  available,  should  be  studied  for  the  information  they 
contain,  not  for  the  purpose  of  criticism  ;  criticism  may  be  mer- 
ited, and  it  may  be  even  necessary  to  correct  the  work  done  by 
former  auditors,  yet  unfavorable  comment  should  be  suppressed. 

The  Balance  Sheet  to  be  audited  is  proved  against  the  Trial 
Balance  and,  in  turn,  the  latter  is  proved  against  the  Ledger. 
Similarly,  the  Balance  Sheet  and  Trial  Balance  as  of  the  begin- 
ning of  the  period  should  be  proved  and  agreed  with  the  Ledger. 
Such  procedure  establishes  a  connection  between  the  statements 
in  hand  and  the  Ledger ;  by  so  doing,  the  Ledger  accounts  may 
be  analyzed  with  the  confidence  that  the  amounts  in  the  state- 
ments actually  are  those  being  traced  and  scrutinized. 

96 
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The  opening  and  closing  Trial  Balances,  drawn  from  the 
Ledger,  may  be  displayed  in  parallel  columns  upon  an  analysis 
sheet,  with  space  to  the  right  for  additional  work  in  the  way  of 
facts  and  comments.  Abstractions  should  be  proved,  and  ad- 
ditions within  the  current  period  should  be  proved.  Accounts 
opened  and  closed  during  the  interim,  transfers,  etc.,  should  be 
marked  as  necessary  for  further  examination.  In  this  manner, 
certain  lines  of  procedure  are  suggested  to  the  auditor,  which 
he  may  note  upon  the  working  sheet  against  the  particular  items, 
—  as  "analyze  fully,"  "trace  back  to  acquisition,"  etc.,  just 
as  he  desires  to  have  the  work  carried  out. 

In  conclusion,  concerning  general  instructions  for  making  a 
Balance  Sheet  audit,  consider  the  following  summary  thereon 
prepared  from  the  content  of  the  Federal  Reserve  Bulletin: 

1.  Prepare  Trial  Balances  of  the  General  Ledger,  both  at  the 
lxuiiinintz  and  at  the  end  of  the  period  under  review,  in  com- 
parative form,  and  tluck  these  against  the  Ledger. 

:.  Trace  the  Trial  Balance  items  into  the  Balam  e  Sheets  before 
verifying  the  assets  and  liabilities  to  prove  that : 

a.  No  contra  asset  or  liability  has  been  omitted  from  the 
account-. 

b.  The  assets  and  liabilities  have  been  grouped  similarly  at 
the  beginning  and  at  the  end  of  the  period. 

3.  Trace  ami  note  on  tin-  working  papers  the  disposition  of  any 

ts  and  liabilities  that  may  have  been 
pped,  sold,  written  off.  or  liquidated  during  the  period 
under  review. 

4.  Scrutinize  the  General  Ledger  to  see  that  the  accounts,  if 
any.  opened  and  closed  during  the  year  have  no  bearing 
upon  the   company's   linam  i.il   position  at  the   close  of  the 

I  period. 

5.  v  pies  of  the  Balance  Sheets  at  the  beginning  and  at 
the  end  of  the  period  to  be  audited  ;  upon  the  basis  thereof 
prepare : 

Comparative  Balance  Sheet  to  obtain  a  comprehensive 

view  of  the  (  hanges  in  t  he  figures  during  the  period  under 

•utiny. 

/>.  Statement  i^i  Profit  Disposition  from  the  Comparative 

B     nee  Sheel  a- a  further  aid  in  impressing  the  meaning 

of  the  figures  Upon  the  mind. 
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Illustrative  Balance  Sheet.  —  In  order  to  establish  the  primary 
scope  of  the  future  work  as  presented  in  this  volume,  the  items 
discussed  are  considered  basically  in  the  order  in  which  they 
appear  upon  the  following  illustrative  form  of  Balance  Sheet. 
Those  shown  seem  sufficient  to  illustrate  principles  even  though 
in  a  particular  case  a  more  or  less  detailed  arrangement,  order,  and 
set-out  may  be  desirable  : 

Assets 

Cash  Accounts  Receivable 

Notes  Receivable  Inventories 

Subsidiary  Company  Stock  Fixed  Assets 

Investments  Deferred  Charges 
Sinking  Fund 

Liabilities  &  Proprietorship 

Notes  Payable  Reserve  for  Sinking  Fund 

Accounts  Payable  Common  Stock 

Accrued  Liabilities  Preferred  Stock 

First  Mortgage  Bonds  Surplus 
Reserves 

Scope  of  Asset  Verification.  —  In  general,  asset  verification 
contemplates  tracing  items  in  and  out  of  the  control  of  the  man- 
agement. In  his  work,  the  competent  auditor  is  guided  by  spe- 
cific theories,  as  a  general  proposition,  but  he  is  careful  not  to 
err  by  following  them  blindly ;  reason  and  common  sense  govern 
the  extent  of  their  application  under  a  given  set  of  circumstances. 
The  auditor's  employment  contract  circumscribes  his  actions ; 
these  latter  should  be  held  strictly  within  such  employment 
boundaries  so  that  the  problems  thereunder  will  not  be  enlarged 
upon  or  be  considered  in  any  manner  except  in  harmony  there- 
with. 

The  auditor  often  experiences  considerable  difficulty  in  per- 
suading a  client  that  a  certain  course  of  action  is  necessary,  since 
the  usual  client  harbors  an  optimistic  attitude  toward  accepting 
things  at  face  value  : 

i.  It  is  difficult  to  convince  him  that  a  cursory  examination  of 
the  asset  items  is  useless,  especially  where  the  accounts  have 
been  carried  upon  the  books  a  long  time,  as  for  a  number  of 
years. 
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2.  It  is  difficult  to  show  him  that  his  surplus,  which  he  has 
nursed  along  for  a  period  of  years  to  a  point  of  considerable 
paper  prominence,  may  have  been  made  possible  by  the 
manipulation  of  the  asset  accounts. 

3.  It  is  difficult  to  convince  him  that  trusted  employees  who, 
for  some  reason,  have  a  special  interest  in  the  financial  show- 
ing of  the  undertaking  (as  receiving  a  bonus  if  profits  reach  a 
certain  amount  or  who  may  profit  by  market  fluctuations 
in  the  stocks  and  bonds  of  the  enterprise)  might  be  in  a  posi- 
tion to  manipulate  matters  for  their  personal  ends,  and 
perhaps  may  have  done  so  by  overstating  assets.  A  so- 
called  trusted  employee,  because  of  the  lack  of  supervision 
over  his  actions  and  the  lack  of  suspicion  pointing  his  way, 
usually  is  the  one  entirely  responsible  for  manipulations  and 
even  peculations. 

The  entire  subject  of  asset  value  verification  revolves  around 
the  elementary  principle  of  charge  and  discharge;  every  per- 
son who  has  anything  to  do  with  the  business  transactions  may 
be  involved  in  some  way.  The  human  elements  in  every  under- 
taking of  considerable  size  arc  both  reputable  and  disreputable. 

Various  persons  are  charged  or  chargeable  with  asset  values, 
and  the  auditor's  duty  is  to  determine  how  much  ;  in  each  case, 
it  is  his  duty  to  determine  what  arc  the  amounts  of  the  charges 
or  of  the  chargeabilities,  and  what  arc  the  amounts  of  the 
discharges  or  dischargeabilities  there  against.  It  should  be 
remembered  that,  at  certain  times,  management  representatives 
attempt  to  affix  high  special  values  to  property  items  and  that 
at  other  times  they  endeavor  to  show  less  values. 

To  do  his  work  pmperlv  in  connection  with  asset  verification, 
the  auditor  should  be  equipped  with  two  most  important  and 
vital  trait-  : 

1.  Thoroughness.  He  must  have  the  patience  and  doggedness 
to  dig  deep  to  the  hearl  of  the  mosl  tangled  situations. 

2.  Discrimination.      An  auditor  must  distinguish  between  the 

ntial  and  tin-  QOH  essential,  between  the  material  and 

the  immaterial.  All  kinds  of  documents,  papers,  and  ver- 
bal explanation^  will  be  given  him  some  0!  value,  and 
others  representing  merely  an  attempt  to  throw  him  off  the 
riidit  tratk  or  to  influence  his  impartial  judgment.  Again, 
many  things  may  be  withheld  in  an  attempt  to  have  trans- 
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actions  accepted  on  the  basis  of  insufficient  data  or  to  have 
them  lost  sight  of  entirely. 

Title  to  Assets.  —  Any  impairment  of  the  title  to  assets  lessens 
their  value  for  Balance  Sheet  purposes.  The  matter  of  title 
is  of  real  concern  to  the  auditor ;  it  is  necessary  for  him  to  trace 
all  asset  titles  back  to  the  origin  of  the  transactions  —  as  to 
informational  display  on  Minute  Books  or  in  original  entry  rec- 
ords.    His  task  hereunder  is  to  determine  whether : 

i.    Title  rests  in  the  person,  firm,  corporation,  or  trustees  under 

audit. 
2.   Judgments,  liens,  hypothecations,  etc.,  exist  against  the 

establishment  of  full  title. 

The  accuracy  of  the  booked  total  of  every  asset  is  questionable 
and  challengeable.  Hence,  the  auditor  may  trace  as  he  sees  fit, 
perhaps  clear  back  to  the  original  source  of  each  component  part, 
verifying  both  legally  and  commercially  the  purchase  and  nego- 
tiations of  every  kind  having  a  bearing  upon  the  matter. 

Current  Assets.  —  In  some  ways,  the  current  assets  are  the 
most  difficult  to  verify  inasmuch  as  their  character  is  so  liquid. 
Basically,  they  are  supposed  to  include  cash  and  only  such  assets 
as  are  held  to  be  converted  into  cash  as  soon  as  possible. 

The  general  rule  for  valuing  current  assets  is  cost  or  market 
according  to  which  is  the  lower  at  the  date  of  the  Balance  Sheet. 
Since  these  assets  are  held  for  resale  purposes,  if  the  market 
price  has  dropped,  and  such  fall  is  not  a  mere  fluctuation,  but 
seems  to  represent  a  decline  more  or  less  permanent  then,  in 
effect,  a  loss  has  been  made  on  the  purchase  and  this  loss  should 
be  provided  for.  If  goods,  for  example,  were  purchased  at  high 
prices,  and  subsequently  the  market  dropped,  with  the  apparent 
result  that  they  cannot  be  sold  in  the  following  year  at  a  profit, 
then  the  loss  should  be  provided  for  at  once,  and  this  should  be 
allocated  to  the  year  in  which  the  goods  were  bought. 

From  the  standpoint  of  a  general  audit,  current  assets  never 
should  be  valued  above  cost  price,  since  the  effect  is  to  take  into 
account  a  paper  profit  —  one  purely  fictitious  and  unrealized. 
On  the  other  hand,  this  reasoning  might  be  used  to  support  the 
contention  that  current  assets  should  not  be  written  down  where 
the  market  values  drop  below  cost.     But  this  seems  in  error  since 
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it  has  become  nearly  axiomatic  in  practice  that  losses  always 
should  be  anticipated,  profits  never.  If  provision  is  made  for 
an  estimated  loss,  and  it  develops  subsequently  that  this 

timate  was  in  error  and  that,  in  fact,  a  profit  resulted  from  the 
transaction,  no  harm  has  been  done,  and  the  following  year  will 
benefit  in  the  amount  that  the  previous  year's  profits  were  under- 
estimated. If  a  profit  is  anticipated  and  is  taken  up  as  a  credit 
before  realization,  then  the  estimated  amount  may  have  been 
disbursed  to  the  proprietors,  and  upon  its  being  found  later  that 
this  was  not  a  justifiable  procedure  —  the  transaction  having 
re-ulted  in  a  loss  —  it  may  be  impossible  to  recover  such  over- 
payment ;  hence,  the  business  capital  is  reduced  by  the  amount 
of  the  past  overestimation  of  profit. 

Further  comment  upon  the  valuation  of  assets  and  the  audi- 
tor's position  relative  thereto  is  taken  up  later. 

Audit  of  Notes  (Bills.  Drafts,  and  Trade  Acceptances)  Receiv- 
able. —  Upon  the  completion  of  the  preliminary  endeavors  men- 
tioned above  in  relation  to  cash,  notes,  securities.  Minutes,  etc., 
the  note-  ret  eivable  asset  may  be  taken  up  for  purposes  of  analy- 
sis and  of  scrutiny.  Perhaps  the  audit  proper  of  this  asset  may 
be  delayed  until  the  cash  asset  examination  has  been  completed 
entirely  but.  in  general,  inasmuch  a-  a  considerable  delay  is  evi- 
dent between  the  time  of  sending  for  bank  or  other  confirmations 
covering  cash  on  deposit,  note-  and  securities  out.  etc.  and  tin- 
receipt  of  these  by  the  auditor,  this  method  of  approach  seems 
fairly  satisfai  tory. 

A-  !  before,  the  cxai  t  Step  by  step  pmredure  must  be 

such  that  all  connected  with  the  auditor's  staff  on  the  assignment 
are  kept  efficiently  busy.  It  might  happen,  for  example,  that 
considerable  detail  work  with  the  inventories  i-  done  before  any- 
thing further  i-  contemplated  a-  to  note-  re<  eivable  and  sa  unties 
ad  their  physical  counl  ;  again,  the  accounts  tarried  there- 
with may  not  be  audited  until  the  usual  analysis  of  the  General 
I.  tns  in  order 

Inasmuch  a-  fictitious  note-  frequently  are  used  to  cover  de- 
tions,  the  auditor  must  determine  with  gri  jusl  how 

mudi  auditing  these  will  warrant ;   this  depends  upon  thi 
tern  of  internal  check  in  operation,  and  the  volume  of  the  notes 
encountered  : 
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i.    In  certain  lines,  a  large  number  is  found. 

2.    In  other  concerns,  the  taking  of  notes  is  fairly  infrequent. 

But  in  any  event,  it  seems  that  in  his  work  on  notes  the  auditor 
will  make  use  of  a  formula  which  may  be  couched  as  follows : 
Balance  at  the  beginning  of  the  period,  plus  new  notes  received 
during  the  period,  minus  notes  paid  during  the  period  and  notes 
dishonored  charged  out  of  the  account,  equals  balance  at  the  end 
of  the  period. 

It  is  the  auditor's  duty  to  ascertain  to  what  extent  this  asset 
represents  only  unmatured  notes  from  outsiders  free  from  all 
liens. 

The  auditor  should  orient  himself  quickly  as  to  which  of  the 
two  following  methods  exist  for  recording  notes  receivable : 

i.  Notes  Register  as  a  memo  record.  This  is  not  considered 
as  a  posting  medium  since  each  note  is  entered  first  in  the 
General  Journal  and  then  a  second  record  is  made  in  an 
auxiliary  book  —  the  Notes  Register.  The  Notes  Receiv- 
able account  shows  the  detail  debits  and  credits  for  each 
note  recorded. 

2.  Notes  Register  as  a  posting  medium.  This  record  carries 
the  original  note  entries,  postings  being  made  therefrom  to 
the  Ledgers  ;  it  is  a  special  Journal.  The  Notes  Receivable 
account  hereunder  assumes  the  nature  of  a  summary  or 
controlling  account. 

The  above  covers  in  a  general  way,  also,  what  are  known  as 
"  trade  acceptances  "  : 

i.  Where  these  are  of  average  volume,  they  need  not  be  dis- 
tinguished from  notes. 

2.  Where  their  number  assumes  large  proportions,  and  the 
desire  exists  to  set  out  the  item  separately  upon  the  Balance 
Sheet : 

a.  A  separate  account  may  be  carried  for  trade  acceptances, 
and 

b.  They  may  be  recorded  in  the  General  Journal  or  in  a 
special  Journal. 

If  a  considerable  volume  of  notes  is  found,  inquiry  should  be 
made  as  to  the  practice  of  taking  them  in  that  particular  line  of 
business. 
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Inspection  and  Verification  of  Notes  (and  Bills)  Receivable.  — 
Regardless  of  the  size  of  the  undertaking,  the  auditor,  if  possible, 
actually  should  inspect  all  notes  and  bills  composing  the  total 
appearing  in  the  accounts  carried  therefor,  noting  that  they 
appear  properly  made  out  as  payable  to  the  concern,  completed 
and  stamped,  and  that  they  are  not  overdue.  Perhaps  a  list 
is  prepared  of  the  notes  as  of  a  certain  date  —  as  date  of  exam- 
ining this  asset  —  or  a  listing  as  of  the  date  of  the  Balance 
Sheet  is  produced  to  the  auditor.  A  scrutiny  is  made  of  the 
list  total  to  see  that  this  agrees  with  the  account  balance  shown 
in  the  General  Ledger.  It  is  this  listing  that  may  be  extended 
into  the  form  of  the  working  sheet  or  schedule  referred  to 
previously.  Frequently,  a  comparative  listing  as  of  the  begin- 
ning and  end  of  the  period  may  be  desirable  for  tracing  pur- 
The  Notes  Register  balance  must  be  agreed  with  the 
controlling  account. 

The  character  of  each  note  should  be  investigated  carefully  to 
determine : 

1.  [f  drawn  in  the  ordinary  course  of  trade  —  for  merchandise 
sold  or  lor  business  transactions  duly  consummated 

:.  It"  drawn  to  rover  spe<  i;il  advances  of  funds  not  in  the  or- 
dinary course  of  trade  —  accommodation  notes  or  notes 
issued  to  friends 

I        r  of   the   second   type  is  encountered  all   too    frequently. 

of,  or  those  indorsed  by,  persons  directly  or  indirectly 

connected  with    the    business    -employees,  officers,    directors, 

ts,  and  others      may  be  presumed  to  represenl  value  when, 

in  fa«  t .  little  or  no  value  exisl  - ;   these  should  be  explained  satis- 

rily.     In  other  words,  the  consideration  given  for  each  note 

should  be  determined. 

h  note  should  be  valued  upon  it-  nun  merits  where  it  i> 

unusual  to  ai  1  epl  notes  in  thai  line  of  a<  tivity  ;  to  this  end,  the 

auditor  should  trace  every  <»ne  back  to  it-  origin.     If  he  finds 

il  notes,  .i  complete  history  of  <  .1 «  h  from  the  beginning 

should   be  prepare. 1   in   writing;     the  mere   fact    that    a   note   has 

renewed  often  doe-  nol  necessarily  indicate  a  sign  of  weak- 
tuit,  if  renewals  are  considerable,  a  possibility  exists  that 
such  i-  the  1  asc  —  and  thev  should  be  viewed  suspi<  iously. 
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If  it  is  the  custom  of  the  trade  to  accept  notes,  the  basic 
principles  of  valuing  accounts  receivable  may  be  followed  (see 
post) ;  the  percentage  of  loss  will  be  based  upon  past  experience 
in  that  line  of  business,  except  that  past-due  notes  must  be 
written  off  more  rapidly  than  past-due  accounts.  If  the  audit 
is  completed  sometime  subsequent  to  the  date  of  the  Balance 
Sheet,  some  notes  outstanding  as  of  Balance  Sheet  date  undoubt- 
edly will  have  matured ;  hence,  the  cash  from  these  should  be 
traced  into  the  Cash  Book  and  bank.  By  this  means,  any  that 
have  been  dishonored  or  renewed  will  be  discovered ;  in  this 
event,  careful  inquiry  should  be  made  as  to  the  reserve  necessary 
to  provide  against  possible  uncollectible  items. 

The  balance  of  the  notes  still  outstanding  —  current  at  the 
time  of  audit  —  should  be  taken  up  with  a  responsible  official, 
and  inquiry  made  as  to  the  adequacy  of  the  reserve  (if  any) 
provided.  In  this  connection,  it  may  be  desirable  to  refer  to 
correspondence  on  file  in  order  to  determine  their  collectibility. 

Notes  which  are  in  the  hands  of  banks  for  collection,  in  transit, 
out  as  collateral,  at  branches,  or  in  the  hands  of  attorneys,  should 
be  verified  by  direct  correspondence  with  the  holders.  Many 
auditors  maintain  that  the  only  satisfactory  method  to  pursue 
is  to  verify  the  genuineness  of  all  notes  by  direct  correspondence 
with  the  makers  in  order  to  uncover  fictitious  notes  used  to  hide 
defalcations.  But  where  the  number  of  notes  held  is  large,  or 
where  the  client  objects  (as  frequently  happens),  it  may  be 
impractical  to  verify  them  by  this  means.  Even  a  physical 
inspection  of  all  notes  may  not  be  practical,  in  which  event  a 
partial  check  may  be  all  that  can  be  attempted.  If  so,  effort 
should  be  made  to  send  out  verification  letters  to  a  certain 
representative  list  of  note  makers ;  at  least,  a  few  months  may 
be  selected  at  random,  and  the  note  transactions  thereof  verified 
in  detail.  The  auditor  should  govern  himself  accordingly  in  his 
report. 

Where  all  of  the  notes,  supposedly  on  hand,  are  not  in  the 
office,  the  most  thorough  verification  possible,  under  the  cir- 
cumstances, should  be  made.  Sometimes,  it  will  be  found  that 
notes  have  been  paid,  the  cash  being  in  the  mails.  In  writing 
to  note  holders,  where  the  client's  consent  has  been  secured  to 
do  so,  it  is  advisable  to  include  in  each  letter  a  complete  list 
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of  the  notes  supposed  to  be  held  by  them,  since  thereby  more 
complete  information  will  be  received  espet  tally  as  concerns  notes 
in  transit,  or  cash  in  transit  related  to  the  notes. 

All  notes  which  should  have  been  on  hand  on  the  Last  day  of 
the  audited  period,  and  which  do  not  appear  in  the  schedule 
prepared  as  of  examination  date,  must  be  traced  as  to  disposition. 
Notes  out  as  collateral  reduce  the  available  note  assets  of  the 
enterprise;  it  seems  advisable,  therefore,  to  set  out  this  item 
separately  in  the  Balance  Sheet.  Post-dated  checks  should 
be  treated  as  note-  ;    they  are  bills  of  exchange. 

Notes  Receivable  Discounted  —  Contingent  Liability.  —  Dis- 
counted notes  receivable  must  be  taken  into  consideration;  this 
may  or  may  not  raise  a  problem  of  considerable  difficulty. 
These  notes  represent  a  contingent  liability  which  may  or  may 
not  be  earmarked  clearly  in  the  records;  frequently,  it  is  lost 
sight  of  altogether.  Basically,  the  auditor  must  understand 
how  the  bookkeeper  has  made  his  entries  for  them  :  for  example, 
he  might  have  credited  them  directly  against  tin-  Notes  Receiv- 
able account,  or  he  might  have  entered  the  credit  in  a  special 
inl       Notes  Receivable  Discounted. 

The  contingent  liability  for  discounted  notes  re<  eivable  must  be 
shown  upon  the  Balance  Sheet,  because  it  may  have  an  important 
bearing  upon  the  future  solvency  of  the  concern  should  the 
makers  fail  to  pay  at  maturity.  Notes  discounted  with  a  bank 
are  verified  by  securing  a  certificate  from  the  bank. 

If  a  note  has  been  dishonored  and  has  gone  to  protest,  depend- 
ing upon  circumstances,  it  may  be  charged  back  to  the  maker 
or  payee  (as  customer);  or  it  may  1»-  segregated  from  the  rest, 
and  be  set  out  a-  Notes  Receivable  Protested,  with  proper 
provision  againsl  possible  loss. 

Unmatured  non-interest  bearing  note-,  if  their  amount  is 
considerable,  should  be  tarried  into  the  Balance  Sheet  not  in 

-  of  their  di-t  OUnted  amount. 

Listing   and    Auditing    Notes   Receivable  Federal   Reserve 

Suggestions       Quoting    from    the    Federal  Reserve   Bulletin, 

concerninj       ;       ace  Sheet   .unlit  for  1  redit  purposes,  we  find: 

"  A  I  ling  .it  tin-  end  of  the  fiscal  period  -li<>ul<l 

!.  showing  the  made,  the  custom* 

ite  due,  the  amount*  ad  the  interest,  if  any,  contained  in 
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the  notes.  If  discounted,  the  name  of  the  discounting  bank  should  be  noted 
and  verification  obtained  from  the  bank. 

"The  outstanding  notes  must  be  carefully  examined  with  the  notes  re- 
ceivable book,  and  with  the  list  prepared  by  or  produced  to  the  auditor, 
the  due  dates  and  the  dates  of  making  the  notes  being  carefully  checked, 
and  when  notes  have  been  renewed  the  original  dates  should  be  recorded. 
When  notes  have  been  paid  since  the  close  of  the  fiscal  year,  the  cash  should 
be  traced  into  the  books  of  the  company,  and,  when  they  are  in  the  hands 
of  attorneys  or  bankers  for  collection,  certificates  should  be  obtained  from 
the  depositaries. 

"When  notes  receivable  are  discounted  by  banks  the  company  has  a 
liability  therefor  which  should  appear  on  the  Balance  Sheet.  Lists  of 
discounted  notes  not  matured  at  the  date  of  the  audit  should  be  obtained 
from  the  banks  as  verification  and  their  totals  entered  under  20  a  (see  Uni- 
form form  of  Balance  Sheet,  post)  if  the  cash  therefor  is  shown  as  an  asset. 

"The  value  of  collateral,  if  any,  held  for  notes  should  be  ascertained,  as  it 
frequently  happens  that  the  notes  are  worth  no  more  than  the  collateral. 

"Notes  due  by  officials  and  employees  must  always  be  stated  separately 
from  customers'  notes,  as  must  also  notes  received  for  other  than  trade 
transactions. 

"Notes  due  from  affiliated  concerns  must  not  be  included  as  customers' 
notes,  even  though  received  as  the  result  of  trading  transactions.  Affiliated 
companies'  notes  should  be  shown  as  a  separate  item  of  current  assets  or 
other  assets  (see  Balance  Sheet  referred  to,  post)  as  the  circumstances 
warrant.  They  may  be  fairly  included  in  current  assets  if  the  debtor  com- 
pany has  ample  margin  or  quick  assets  (see  form  of  Balance  Sheet)  over  its 
liabilities,  including  such  notes." 

Account  Analysis.  —  In  auditing  work,  many  accounts  must 
be  analyzed,  particularly  those  found  upon  the  General  Ledger. 
When  an  account  is  analyzed,  it  is  taken  apart  and  its  detail 
components  classified  so  as  to  determine  what  the  account  con- 
tains.    Account  analysis  seems  to  have  five  definite  objects : 

1.  To  prove  additions  of  the  General  Ledger  accounts.  If  an 
account  is  analyzed  and  the  items  therein  are  grouped  ac- 
cording to  the  various  classes  of  things  they  represent,  and 
group  totals  added,  the  account  is  proved  without  the  neces- 
sity of  footing. 

2.  To  see  that  nothing  has  been  buried  which  has  no  right  to  be 
there. 

3.  To  determine  that  the  components  have  been  posted  to  the 
correct  account.  An  error  here  may  be  due  to  the  fact  that 
the  bookkeeper  has  slipped  in  applying  accounting  princi- 
ples, that  he  is  ignorant  of  what  the  proper  treatment  should 
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be,  or  that  he  has  unintentionally  made  a  posting  to  one 
account  when  ho  meant  to  make  it  to  another. 

4.  To  ascertain  that  the  proper  distinction  has  been  made 
between  capital  and  revenue  ;  primarily,  that  expenses  have 
not  been  capitalized. 

5.  To  see  that  assets  have  not  been  written  off  the  books  when 
they  should  have  been  retained. 

The  last  four  points  cannot  be  covered  by  a  mere  checking, 

general  rule ;    hence,  the  analysis  of  an  account  cannot  be 

done  too  carefully.     Whatever  the  results  may  be,  they  should 

[pressed  both  clearly  and  comprehensively,  regardless  of  the 

amount  of  time  that  may  be  consumed  in  securing  such  results. 

Under  practically  every  occasion  for  the  analysis  of  an  ac- 
count, it  is  probably  safe  to  assume  that  the  auditor  should  plan 
to  use  one  sheet  of  analysis  paper  for  the  debits  and  another 
for  the  credits.  Such  sheet  should  be  headed  up  in  the  usual 
manner  with  name  or  code  number  of  audited  concern,  period 
covered,  and  what  the  analysis  is  presumed  to  cover.  The 
spread  is  fr.>m  left  to  right  across  the  page,  as  a  rule,  the  first 
column  for  dates;  next  for  posting  references,  next  for  amounts; 
and.  lastly,  for  explanation.  Not  only  should  provision  be 
made  for  showing  the  account  balance  per  Ledger,  but  a  sum- 
mary of  the  components  should  be  included. 

As  soon  as  a  trans*  ript  of  a  Ledger  account  has  been  prepared 

properly  on  tin-  analysis  sheet,  it  is  necessary  to  find  out  what 

each  item  therein  represents.     In  part,  a  hint  thereof  may  be 

secured    from    the    Ledger   account    explanations,    provided    the 

latter  are  shown  in  the  Ledger  <■  not  apl  to  oc<  ur  e*  ept  in  a  small 

concern       On  a  new  assignment,  all  items  musl  be  traced  back 

to  origin,  and   be   analyzed      particularly  as  to  the  property 

account-.     Inasmuch  as  postings  are  made  monthly,  as  .1  rule. 

and  each  one  represents  a  number  of  items  and  a  variety  of 

detail,  one-  amount  shown  in  an  account  may  be-  composed  of  a 

number.     It  is  not  sufficient,  for  example-,  to  trace  a  property 

-i.>n  into  the  Vou<  her  Register  and  stop  at  that  point ;   the 

ering  each  component  must  be  secured  from  the 

tally  by  an  office  clerk    and  each  examined  to  determine 

what  it  represents 

Wlu-n  a  schedule  is  completed,  a  summary  should  be  made  of 
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the  analysis,  this  being  placed  preferably  somewhere  on  the  top 
sheet.  If  an  analysis  covers  a  number  of  pages,  such  summary 
may  be  made  upon  a  separate  sheet  which  is  laid  on  top  of  the 
pile. 

Next,  the  propriety  of  the  entries  should  be  scrutinized  to  de- 
termine what  adjustments  are  in  order ;  these  latter  may  be 
indicated  or  be  shown  directly  on  each  schedule,  being  numbered 
consecutively ;  or  they  may  be  earmarked  and  the  necessary 
entries  placed  upon  another  sheet. 

The  accounts  requiring  analysis  depend  upon  the  particular 
assignment.  Ordinarily,  all  will  not  be  analyzed ;  the  property 
accounts,  and  the  expense  accounts  of  fair  size,  usually,  are  the 
ones  requiring  such  scrutiny.  Most  of  the  others  are  proved 
out  automatically  as  the  work  progresses. 

Notes  Receivable  Account  Analysis.  —  In  order  to  illustrate 
the  principle  of  analysis,  the  following  simple  account  is  offered : 


Notes  Receivable 

1923 

1923 

Nov.  16 

A.  Smith 

J.  10 

1,000.00 

Nov.  27 

A.  Smith 

CB.30 

300.00 

19 

B.  Jones 

J- 13 

800.00 

29 

C.  Howard 

CB.32 

150.00 

26 

C.  Howard 

J- 15 

500.00 

Dec.     2 

A.  Smith 

CB.34 

200.00 

Dec.     3 

D.  Stokes 

J- 19 

1,500.00 

4 

B.  Jones 

CB.36 

300.00 

14 

E.  Tuttle 

J.  20 

900.00 

15 

D.  Stokes 

CB.  40 

700.00 

30 

A.  Smith 

J-  27 

500.00 

30 
3i 

A.  Smith 
Balance 

J-      27 

500.00 
3,050.00 

5,200.00 

5,200.00 

1924 

Jan.      1 

Balance 

3,050.00 

It  should  be  noticed  that  the  form  of  analysis  sheet  illustrated 
differs  from  the  usual  type  suggested  above  in  that  the  debits 
and  credits  are  not  listed  in  separate  schedules. 

Notes  Receivable  Conclusion.  —  Under  either  a  Balance  Sheet 
or  a  detailed  audit,  it  is  beyond  one's  ability  to  determine  in 
advance  just  what  shall- be  done  in  reference  to  the  notes  receiv- 
able. From  one  point  of  view,  a  certain  indicated  procedure  may 
appear  satisfactory  ;  from  another,  the  same  attack  may  be  sub- 
ject to  severe  criticism.  In  general,  for  illustrative  purposes, 
the  following  suggestions  as  to  differentiation  may  be  made : 


A  t^J-  B 
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1.  Balance  Sheet  audit : 

a.  Examine  and  schedulize. 

b.  Compare    notes    scheduled    with    book    record  —  Note 
Register  and  General  Ledger. 

c .  Secure   direct   confirmation  from    maker ;     or    proceed 
otherwise  to  uncover  notes  received  but  not  recorded. 

d.  Secure  bank  confirmation  as  to  discounted  notes  or  notes 
out  for  collection. 

e.  Calculate  accrued  interest  and   compare   with  General 
Ledger. 

/.  Provide  necessary  adjusting  entries  —  notes  past   due, 
uncollectible,  etc.,  and  reserve. 

2.  Detailed  audit : 

a.  Inspect  and  schedulize. 

b.  Verify  total  on  hand  against  book  record,  and  against 
control ;  or  ascertain  disposition. 

c.  Check  all  entries  from  note  record  to  Customers'  Ledger. 

d.  Check  all  transactions  into  Cash  Book. 
c.    Cover  all  variations  from  the  ordinary. 

Securities  —  Investments.  —  Securities,  like  notes  receivable, 
should  be  counted  as  soon  as  possible  after  an  audit  is  commenced 
and,  where  possible,  on  the  same  day  the  cash  is  counted  ;  all 
should  be  counted  at  one  time  or  sitting  to  avoid  having  the 
securities  presented  twice. 

Stocks  and  bonds  owned,  mortgages  receivable,  and  other  se- 
curities should  be  verified  by  actual  inspection.  These  docu- 
ments may  represent  : 

1.  Temporary  investments  of  cash  surplus 

2.  Permanent  investments 

'/.  Sinking  <>r  other  special  funds 
b.  Stocks  of  subsidiary  companies 

In  view  of  the  above,  the  present  discussion  is  divided  into  three 
portions : 

1.  Stocks  of  subsidiary  companies 

2.  Investments 

a.  Interesl 

b.  Dividend 

3.  Sinking  fund  assets 


no  AUDITING 

Where  investments  are  numerous,  the  auditor  should  have  pre- 
sented to  him  a  schedule  of  some  sort,  showing  full  title,  book 
value,  and  market  value  as  on  date  of  the  Balance  Sheet. 

Stocks  of  Subsidiary  Companies.  —  These  contain  an  element 
of  control,  or  a  material  interest  in  other  enterprises.  Their 
ownership  carries  more  or  less  value  to  the  holder  beyond  that 
of  a  direct  return ;  hence,  they  should  be  classed  as  fixed  assets 
rather  than  as  current.  Under  similar  conditions,  the  same  treat- 
ment should  be  accorded  bonds.  The  financial  books  should  be 
scrutinized  carefully,  in  addition  to  the  physical  scrutiny  given 
the  documents  hereunder,  if  a  complete  verification  is  desired. 
In  case  the  par  value  of  these  securities  does  not  appear  upon  the 
financial  records,  the  auditor  must  avail  himself  of  contracts, 
Balance  Sheets,  and  other  subsidiary  documents  and  records  to 
determine  what  is  such  par  value. 

Too  great  care  cannot  be  exercised  in  verifying  this  asset ;  yet 
the  auditor  should  have  it  understood  clearly  just  how  far  he  is 
to  go.  In  a  full  verification,  the  contracts,  the  financial  books  of 
the  subsidiary  companies,  etc.,  must  be  scrutinized  closely;  if 
only  a  partial  verification  is  in  order,  the  extent  of  the  work  per- 
formed should  be  set  out  carefully  in  the  report  so  that  the  auditor 
will  not  assume  responsibility  for  that  which  he  has  not  investi- 
gated. 

The  principles  involved  in  stating  the  values  of  stocks  are  pre- 
sented in  a  later  chapter  on  Proprietorship ;  hence  nothing  fur- 
ther is  offered  at  this  point. 

Interest  Investments.  —  These  carry  a  fixed  rate  of  return 
which  accrues  as  time  passes.     They  may  be  of  two  kinds : 

i.   Secured: 

a.  Bonds  secured  by  mortgage  or  trust  deed  upon : 
i.  Real  property 
ii.  Personal  property 
hi.  Both  real  and  personal  property 
Most  bonds  encountered  will  be  coupon-bearer  bonds 

2.   Unsecured: 

a.  Long-time  notes  held  for  an  interest  return 

This  type  of  investment  is  subject  to  fluctuations  in  the  value 
of  the  principal  owing  to  market  conditions  so  that,  when  a  sale 
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is  made,  there  may  be  either  a  profit  return  or  a  loss.     The  carry- 
ing value  of  interest  bearing  securities  may  be  set  out  as  under  : 

i.  If  held  permanently  for  the  interest  return  thereon,  the 
carrying  value  at  maturity  should  equal  par ;  hence,  the 
nominal  interest  received  must  be  adjusted  periodically : 

a.  If  purchased  at  a  premium,  the  premium  should  be 
written  of!  proportionately  against  the  nominal  interest 
return  over  the  life  of  the  security. 

b.  If  purchased  at  a  discount,  the  value  must  be  written  up 
to  par  as  an  addition  to  the  interest  return  over  the  life  of 
the  security. 

2.  If  held  for  speculative  purposes,  as  where  conversion  takes 
place  from  time  to  time,  values  may  be  stated  at  cost  or 
market,  whichever  is  lower,  although  cost  seems  preferable 
(with  a  reserve  provided  to  cover  shrinkage;  or  a  Balance 
Sheet  footnote  as  to  the  amount  of  the  shrinkage)  —the 
better  to  determine  profit  or  loss  when  a  sale  is  made. 
Where  these  investments  constitute  the  stock  in  trade,  as  in 
an  investment  house,  values  are  to  be  stated  at  cost  or 
market,  whichever  is  lower. 

If  the  physical  verification  of  securities  cannot  be  made  at  one 
time,  the  bonds  as  verified  should  be  made  up  into  packages  and 
each  package  sealed,  or  the  packages  should  be  placed  in  a  special 
vault  and  the  vault  sealed,  so  that  they  cannot  be  tampered  with 
after  verification  until  the  task  is  completed. 

The  act  of  physical  verification  of  bonds  should  determine  the 
following : 

i.  That  the  proper  corporate  officers  have  signed  the  bonds 
and  that  the  corporate  seal  is  attached. 

2.  It'  the  mortgage  requires  that  the  bonds  be  signed  by  a 
registrar,  the  registrar's  certificate,  usually  on  the  back, 
should  be  executed  properly. 

3.  That  all  coupons  maturing  on  subsequent  dates  are  at- 
tached; if  not,  they  should  be  produced  for  inspection; 
otherwise,  good  delivery  is  impossible. 

4.  That  the  bonds  an-  to  bearer.  It"  the  bonds  arc  registered, 
they  should  be  negotiable  : 

a.  By  an  assignment  in  blank,  or 

/>.   By  being  in  the  name  of  the  owner  for  whom  the  audit  is 
made. 
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5.  That  no  alterations  or  defacements  are  on  the  bond  which 
will  affect  market  value.  A  defaced  bond  cannot  be  dealt 
with  on  the  Exchange  even  though  listed.  Since  a  new 
bond  is  most  difficult  to  secure,  this  element  is  important 
in  determining  the  value  of  a  bond. 

6.  The  same  care  should  be  observed  with  coupon  notes  as  is 
necessary  in  the  case  of  a  bearer  bond. 

7.  Principal  or  interest  past  due  must  be  particularly  in- 
vestigated.    If  coupons  are  overdue,  it  may  be  because  : 

a.  The  holder  has  failed  to  present  them,  or 

b.  The  obligor  corporation  cannot  pay. 

In  either  event,  a  comment  upon  conditions  should  be 
made  in  the  report. 

Mortgages  receivable  may  be  included  among  investments. 
If  only  a  portion  of  a  mortgage  is  held,  a  bond  verification  is 
present ;  hence,  the  comment  below  refers  to  the  case  where  a 
whole  mortgage  is  represented  by  the  asset.  Although  the  verifi- 
cation is  somewhat  similar  to  that  above,  the  following  points  are 
of  interest : 

1.  Determine  that  the  mortgages  have  been  recorded  in  due 
and  regular  form ;  also,  that  the  payments  thereon  have 
been  recorded.  Unrecorded  payments  do  not  lessen  the 
lien,  at  least  legally ;  hence,  the  amount  thereof  may  be 
deducted  on  the  Balance  Sheet  from  the  mortgage  receivable, 
and  a  footnote  used  to  show  the  unrecorded  payments. 

2.  Determine  if  any  policy  of  guaranty  exists. 

3.  Determine  that  notes,  mortgage,  and  insurance  policies  are 
in  order. 

4.  Determine  whether  or  not  all  the  taxes  have  been  paid 
upon  the  pledged  property. 

5.  Become  familiar  with  the  terms,  interest  payments,  margin 
of  security,  etc.,  and  govern  self  accordingly. 

Frequently,  a  Mortgage  Register  holds  the  detailed  data  relative 
to  each  mortgage ;  if  not,  such  investment  perhaps  is  found 
charged  to  an  asset  account  in  the  General  Ledger. 

Dividend  Investments.  —  The  return  from  dividend  invest- 
ments (stocks)  does  not  accrue  with  the  passing  of  time  since 
subject  both  to  profits  actually  earned,  and  action  by  the  Board 
of  Directors  (only  rarely  are  directors  bound  to  declare  and  pay  a 
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dividend).  If  the  stock  is  guaranteed,  the  return  is  more  fixed 
in  nature  than  usual,  provided  the  guarantor  is  financially  re- 
sponsible. A  dividend  investment  is  not  held,  in  general,  for 
control  purposes  since  therewith  it  is  unusual  to  have  control 
beyond  the  incidental  voting  power  that  the  usual  type  of  this 
kind  of  security  carries. 

This  type  of  investment  is  subject  to  fluctuations  in  the  value  of 
the  principal  owing  to  market  conditions  so  that,  when  a  sale  is 
made,  there  may  be  either  a  profit  return  or  a  loss. 

Dividend  investments  should  be  examined  as  to  the  following : 

1.  That  the  certificates  are  executed  properly 

2.  That  they  are  either  assigned  in  blank  (making  them 
negotiable)  or  that  they  are  made  out  in  the  name  of  the 
undertaking  being  audited 

a.  A  proper  assignment  in  blank  does  not  necessarily  mean 
that  the  security  is  negotiable.  The  Exchange  requires 
that  the  signature  of  the  former  owner  must  be  guaranted 
by  an  Exchange  house  or  member.  The  former  owner's 
signature  must  agree  exactly  with  his  name  as  shown  on 
the  face  of  the  certificate. 

Certain  financial  papers  publish  the  declaration  and  payment  of 
dividends  upon  both  listed  and  unlisted  active  stocks.  The 
auditor  should  have  access  to  a  file  of  these  papers  to  establish 
facts  as  to  such  declaration  and  payment.  If  stocks  are  not 
quoted  on  the  Exchange  or  in  the  financial  papers,  considerable 
difficulty  may  be  experienced  both  in  establishing  values  and  in 
determining  the  declaration  and  payment  of  dividends;  in  such 
•■<•.  ourse  may  be  had  to  the  following  sources  : 

1.  The  officers  of  the  respective  corporations  whose  securities 
are  held 

2.  I  dealers  in  unlisted  se<  unties 

3.  Printed  reports  and  financial  statements  of  the  respective 
corporations 

Recenl  prices  at   which  -hare-  have  been  transferred  is  uot 

ssarily  a  true  index  of  value  since,  if  no  tree  markel  exists, 

the  purchase  consideration  may  not  represenl  the-  actual  value. 

In  any  event,  such  information  is  uot   sufficient;    the   auditor 
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should  ascertain  what  dividends  have  been  paid  recently,  and  if 
he  is  able  to  scrutinize  a  copy  of  the  last  Balance  Sheet  of  each 
company  concerned,  he  has  some  basis  upon  which  to  form  an 
opinion. 

Working  sheets  for  stock  and  bond  securities  have  been  illus- 
trated in  Chapter  III. 

General  Points  of  Interest  Concerning  Securities.  —  Certain 
points  of  general  application  to  securities  of  both  classes  men- 
tioned above,  which  might  be  of  interest  in  the  present  con- 
nection, are  offered  below : 

i.  Separate  listings  should  be  prepared  of  all  securities  out  as 
collateral,  and  these  should  be  verified  by  correspondence. 

2.  If  any  securities  are  purchased  after  the  end  of  the  period 
under  review,  such  .purchases  should  be  traced  into  the 
Cash  Book. 

3.  If  any  securities  are  sold  after  the  end  of  the  period,  the 
receipts  received  should  be  traced  into  the  Cash  Book. 

4.  If  any  securities  have  been  obtained  as  consideration  for 
services  rendered,  whatever  outlay  has  been  incurred  in 
connection  with  such  services  should  be  charged  to  the 
particular  investment  as  a  cost  thereof.  If  no  such  expenses 
or  outlay  exist,  an  account  may  be  opened  but  without 
considering  any  cost  as  existing.  When  sold,  the  amount 
realized  may  be  credited  to  the  particular  account,  in 
which  event  the  profit  or  loss  realized  shows  up  and  may  be 
written  off. 

Investments  on  the  Balance  Sheet.  —  If  a  Balance  Sheet  is 
supported  by  an  investment  schedule,  a  separation  may  be  made 
therein  between  interest  and  dividend  securities. 

Where  market  value  is  less  than  cost,  provision  may  be  made 
for  the  reduction  in  value  by  means  of  a  valuation  reserve  account 
which  is  set  up  and  then  reversed  as  of  the  beginning  of  the  new 
period.  The  handling  of  this  account  is  similar  to  that  used 
where  the  market  value  of  inventories  is  less  than  cost  (see  post) . 
Temporary  market  fluctuations  may  be  disregarded  entirely ;  but 
the  question  remains,  as  to  when  an  exceptional  circumstance 
arises  under  which  it  is  safe  to  assume  that  a  mere  temporary 
fluctuation  exists. 

In  all  cases,  the  basis  of  valuation  should  be  stated  in  the  Bal- 
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ance  Sheet  —  as:  "at  cost,"  "  market  price,"  or  "  at  cost  less 
reserve."  Further,  in  this  connection,  subdivisions  may  be 
desirable  the  better  to  secure  a  fair  idea  of  their  nature.  On  no 
account  would  it  appear  proper  to  show  investments  at  an  above- 
cost  valuation  which  requires  a  Profit  and  Loss  credit.  If  the 
fall  in  value  seems  to  be  rather  severe,  it  may  be  desirable  to 
comment  thereon  in  the  report. 

Where  investments  are  purchased  from  idle  funds,  they  may  be 
found  as  current  assets ;  where  they  represent  complete  or  partial 
holdings  in  subsidiary  concerns,  they  may  be  shown  among  the 
fixed  assets ;  sometimes,  investments  are  shown  under  a  separate 
heading,  say,  between  the  current  and  the  fixed  assets. 

Sinking  Fund  Assets.  —  The  auditor  should  familiarize  him- 
self with  all  of  the  provisions  governing  the  establishment  of  the 
sinking  fund  and  its  operation,  and  determine  whether  or  not  the 
transactions  conform  to  them,  reporting  accordingly.  A  sink- 
ing fund  is  established  usually  in  accord  with  contracts  or  the 
provisions  found  in  trust  deeds  or  mortgages  securing  the  pay- 
ment of  a  debt. 

Since  the  fund  consists  of  assets,  the  verification  of  the  actual 
sinking  fund  consists  of  verifying  the  separate  property  items 
therein  contained  : 

1.  Cash   (this  may  be  verified  by  the  principles  advanced 
previously) 

2.  Securities  (these  may  be  verified  by  the  principles  above 
shown  I 

3.  Etc.  (unusual  to  find) 

If  the  fund  consists  of  cash  on  deposit,  securing  a  certificate  from 
the  depository  stating  the  amount  on  deposit  ought  to  be  suffi- 
cient so  far  as  the  actual  amount  of  the  fund  is  concerned.  In- 
terest accretions  to  the  fund  should  be  verified,  and  all  credits 
to  the  fund  to  which  the  company  is  entitled  should  be  ascer- 
tained. It  the  fund  contains  retired  bond-,  or  other  securities, 
in  the  hands  of  a  depository,  it  is  suffii  ienl  usually  to  at  1  ept  the 
certificate  therefrom   to  the  character  and  the  amount  of  the 

securities  SO  held. 

In  case  the  fund  is  dependent  for  it-  a*  <  umulation  upon  : 

1.  Net  profits,  or  2.   Amount  of  production  (output) 
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such  profit  or  output  must  be  determined  to  secure  a  basis  upon 
which  to  calculate  what  the  amount  of  the  fund  should  be,  and 
all  necessary  steps  should  be  taken  to  establish  the  accuracy  of 
this  amount.  In  other  words,  the  auditor  establishes  the  facts 
necessary  to  permit  him  to  certify  as  to  what  should  be  the 
amount  of  the  fund,  regardless  of  its  actual  contents.  The 
character  of  the  examination  made  should  be  extremely  searching, 
since  laxity  in  the  handling  of  a  sinking  fund  may  be  a  cover  to 
criminal  practices. 

Listing  and  Auditing  Securities  :  Federal  Reserve  Suggestions. 
—  The  following  is  taken  from  the  Federal  Reserve  Bulletin : 

"Under  this  caption  must  be  listed  securities  in  which  surplus  funds  of 
the  company  or  firm  have  been  temporarily  invested  and  which  are  con- 
sidered available  as  'quick  assets,'  i.e.,  can  be  turned  into  money  in  time 
of  need.  Where  stocks  or  bonds  represent  control  or  a  material  interest  in 
other  enterprises,  the  ownership  of  which  carries  more  or  less  value  to  the 
holder  outside  of  the  return  thereon,  they  should  be  considered  as  fixed 
assets. 

"A  list  of  investments  should  be  prepared  showing  — 

The  dates  of  purchases 

Descriptions  of  the  investments 

Par  value  of  the  investments 

The  denomination  of  the  shares 

The  number  of  shares  or  bonds  owned 

The  total  capital  stock  of  the  various  companies 

The  amounts  paid  for  the  investments 

The  interest  and  dividends  received 

The  market  values  of  the  investments 

The  surplus  or  deficit  shown  by  the  Balance  Sheets  of  the  companies 

where  no  market  quotations  are  available 
If  hypothecated,  with  whom  and  for  what  purpose 

"This  list  must  be  compared  with  the  ledger  accounts  concerned  and  the 
total  of  amounts  paid  according  to  the  list  must  agree  with  the  balance  of 
the  investment  account  or  accounts. 

"The  securities  must  be  examined  by  the  auditor  in  person  or  he  must 
secure  confirmation  of  their  existence  from  those  who  hold  them  as  collateral. 
Those  in  possession  of  the  company  must  be  counted  and  examined  as  soon 
as  possible  after  the  audit  starts,  and  all  of  them  must  be  submitted  to  him 
at  one  time.  It  is  much  more  satisfactory  to  see  the  actual  securities  than 
to  verify  cash  receipts  and  other  evidences  therefor  after  the  audit  has 
progressed  some  time. 

"Certificates  out  for  transfer  must  be  verified  by  correspondence. 

"Where  the  market  values  of  securities  are  less  than  the  book  values,  save 
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where  the  variation  is  so  small  as  to  be  trilling,  a  reserve  ior  loss  in  value  on 
the  Balance  Sheet  date  must  be  set  up. 

"Care  must  be  taken  to  see  that  the  certificates  arc  made  out  in  favor  of 
the  company,  or  that  they  are  endorsed  <>r  accompanied  by  powers  of 
attorney  when  they  are  in  the  names  of  individuals. 

"Coupons  on  bonds  must  be  examined  to  see  that  they  arc  intact  sub- 
sequent to  the  latest  interest  payment  date. 

"The  investment  schedule  must  show  that  the  total  interest  and  dividends 
receivable  by  the  company  have  been  duly  accounted  for ;  the  income  from 
the  investments  shown  in  the  Profit  and  Loss  account  must  be  in  accord 
with  this  schedule. 

"When  market  quotations  can  not  be  obtained  for  investments,  the 
Balance  Sheets  of  the  companies  in  which  investments  are  held  must  be 
examined  so  that  the  auditor  may  form  an  idea  of  their  value. 

"In  verifying  purchases  of  stock  exchange  securities  the  brokers'  advices 
must  in  all  cases  be  examined  in  connection  with  the  verification  of  the 
purchase  price. 

"Investments  in  deeds  and  mortgages  must  be  supported  by  both  the 
mortgages  and  insurance  policies,  and,  furthermore,  it  must  be  shown  that 
all  assessed  taxes  on  the  property  have  been  duly  paid,  that  the  mortgages 
have  been  properly  recorded,  and  that  the  insurance  policies  are  correctly 
made  out  to  the  company. 

"If  any  of  the  securities  have  been  hypothecated  the  fact  and  amount 
(book  value)  must  be  stated  under  jod  of  the  Balance  Sheet  (.see  post)." 


CHAPTER  VII 

AUDIT  OF  THE   ASSET  ACCOUNTS    (Continued) 

ACCOUNTS   RECEIVABLE 

TRADING  TRANSACTIONS   RELATED   TO   SALES 

Introduction.  —  The  close  relationship  between  the  sales 
records  and  the  accounts  receivable  seems  sufficient  reason  for 
commenting  briefly  upon  the  audit  of  the  trading  transactions  of 
sales,  sales  returns,  etc.,  in  connection  with  the  asset  of  accounts 
receivable.  This  portion  of  the  present  chapter  refers  more 
especially  to  the  detailed  rather  than  to  the  Balance  Sheet  audit. 

System  of  Accounting  and  of  Internal  Check.  —  The  extent 
to  which  the  accounts  receivable  may  be  manipulated  seems  prac- 
tically without  limit ;  for  example  : 

i.  The  names  used  on  certain  notes  receivable  may  be  ficti- 
tious, but  may  have  been  selected  so  as  to  appear  strik- 
ingly similar  to  certain  names  of  customers  carrying  open 
accounts;  this  deception  will  not  be  detected  without 
the  exercise  of  more  than  ordinary  watchfulness. 

2.  Accounts  may  be  carried  as  current  when  they  are  not 
that ;  yet,  by  certain  manipulations,  the  Ledger  apparently 
will  bear  out  the  contention  of  their  being  current  in  char- 
acter. 

3.  Etc.,  etc. 

The  system  of  recording  sales  from  the  time  an  order  is  received 
until  the  customer  is  charged  and  cash  collected  should  be  deter- 
mined accurately  by  the  auditor.  Although  each  class  of  enter- 
prise has  its  own  particular  system,  the  results  secured,  with  the 
intervening  checks  and  balances,  should  be  satisfactory. 

The  two  factors  covered  by  the  heading  of  this  section  govern, 
generally,  the  extent  to  which  the  auditor  should  go  in  the  ac- 
counts receivable  examination.  A  desirable  system  of  internal 
check  over  this  angle,  as  before,  is  more  apt  to  be  encountered  in 
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the  larger  organization  than  in  the  smaller  one,  inasmuch  as, 
ordinarily,  "  the  risk  of  errors  and  omissions  decreases  in  direct 
proportion  to  an  increase  in  bookkeeping."  A  dangerous  situa- 
tion arises  in  a  small  or  moderate-sized  business  where  one  book- 
keeper (perhaps  aided  by  an  assistant)  constitutes  the  entire 
office  force. 

Sales  on  Credit.  — A  proper  record  of  goods  sent  out  should 
exist,  and  this  should  be  examined  in  connection  with  whatever 
represents  an  Order  Register,  the  prices  and  extensions  being 
checked  more  or  less  as  circumstances  seem  to  justify.  If  the 
nature  of  the  audit  be  such  that  all  the  detail  requires  checking, 
the  Sales  Books  should  be  footed,  all  forwarded  amounts  checked, 
and  the  monthly  totals  traced  into  the  General  Ledger.  On  the 
other  hand,  if  the  volume  of  transactions  is  considerable,  and  the 
system  of  internal  check  over  the  Sales  Ledgers  adequate  (see 
Post),  it  should  be  nearly  sufficient  for  the  auditor  to  test  the 
Saks  Book  footings.  But  under  any  situation,  all  amounts  for- 
warded ought  to  be  checked  since  this  in  itself  seems  to  constitute 
a  most  excellent  test. 

Sales  of  capital  assets  —  as  old  machinery,  etc.  —  infre- 
quently are  handled  as  regular  sales.  Where  discovered,  the  sales 
total  must  be  analyzed  so  that  credits  of  this  nature  at  cost  may 
be  sent  to  the  asset  accounts  involved ;  otherwise,  the  period's 
income  will  be  incorrect. 

If  suspicion  arises  that  sales  are  questionable,  as  where  entries 
have  been  made  which  inflate  profits,  the  record  of  sales  orders 
plus  all  available  correspondence  thereon  may  be  scrutinized, 
the  shipping  records  may  be  examined  to  determine  that  the 
goods  in  question  actually  have  been  shipped  out.  The  applica- 
tion of  this  test  to  the  facts  recorded  near  a  period's  close  should 
uncover  sales  belonging  to  thai  following,  treated  as  actual  sales 
in  the  period  being  audited,  although  the  goods  were  not  shipped 
and  may  be  found  as  part  of  the  inventory  on  hand  —  creating 
an  untrue  profit. 

Cash  Sales.-    It   is  of  primary  importance  that   an  etTuient 
method  of  handling  cash  sales  exists,  inasmui  h  as  where  such  is 
not   the  case,   the  auditor  has  DO  reliable  means  whereby  their 
accuracy  can  be  verified;  the  only  conclusion  possible 
him  t<>  refuse  any  responsibility  in  conne  tion  therewith.    He  may 
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suggest  that  a  proper  procedure  be  installed.  The  vouching  of 
cash  sales  has  been  commented  upon  previously  in  connection 
with  cash  receipts. 

Sales  Returns.  —  The  method  of  handling  these  should  be 
inquired  into.  The  summary  record  carried  therewith  should  be 
footed  and  the  totals  be  traced  into  the  General  Ledger.  It 
seems  advisable,  also,  to  test  a  portion  of  the  entries  against  the 
receiving  records  and,  as  to  large  items,  reference  may  be  made 
to  correspondence.  All  credit  memos  should  be  approved  and 
initialed  properly. 

Sales  Allowances.  —  Careful  scrutiny  should  be  made  to  as- 
certain that  these  are  all  in  order,  since  a  most  common  method  of 
concealing  cash  peculated  is  to  make  fictitious  entries  of  allow- 
ances granted.  Credit  slips  to  cover  should  be  authorized  and 
initialed  properly.  Entries,  especially  those  of  consequence, 
should  be  tested  against  correspondence  or  whatever  other 
evidence  is  available.  Footings  should  be  checked,  and  totals 
traced  into  the  General  Ledger. 

Sundry  Items  Treated  as  Sales  in  Error.  —  Goods  out  in  the 
hands  of  the  trade  on  "  sale  or  return  "  but  unsold  on  the  date  of 
the  Balance  Sheet  do  not  represent  sales ;  their  cost  price  with 
perhaps  a  percentage  deduction  for  possible  damage  should  be 
part  of  the  stock  inventory.  No  credit  should  be  taken  for  profit 
on  uncompleted  sales. 

Unless  these  transactions  are  so  recorded  that  a  ready  deter- 
mination of  their  amount  is  possible  from  a  separate  booking, 
they  may  be  handled  as  regular  sales,  in  error.  If  so,  a  schedule 
may  be  demanded  of  goods  in  the  hands  of  customers ;  if  the 
separate  customers'  accounts  cannot  be  adjusted  in  relation 
thereto,  an  adjustment  may  be  made  in  total  by  which  the  Sales 
account  is  charged  and  the  Customers'  Control  credited. 

The  same  principle  of  non-anticipation  of  profits  should  be 
followed  in  connection  with  goods  sent  out  on  consignment.  In- 
asmuch as  consignment  accounting  on  the  part  of  the  consignor 
may  be  entirely  in  error  —  as  well  as  presenting  certain  features 
of  difficulty  —  the  auditor  should  make  a  most  careful  scrutiny 
of  the  consignment  situation.  Since  consigned  goods,  in  general, 
are  not  invoiced  at  cost  price,  but  at  an  estimated  selling  price 
—  either  for  the  purpose  of  insurance  or  so  that  the  consignee 
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may  not  know  the  exact  cost  price  of  the  goods  —  it  is  common 
practice  to  find  goods  consigned  treated  as  ordinary  sale-,  being 
passed  through  the  regular  Sales  Record.  In  such  event,  the 
auditor  should  ascertain  that  the  accounts  are  adjusted  properly, 
and  that  the  consigned  goods  yet  unsold  are  included  in  the 
inventory  at  a  proper  valuation. 

On  the  other  hand,  where  goods  are  received  on  consignment, 
for  sales  purposes,  the  auditor  should  make  certain  that  sales 
therefrom  are  kept  separate  from  ordinary  sales,  and  that  the 
total  thereof  is  not  included  in  the  sales  account.  Also,  the  eon- 
signed  goods  on  hand  should  not  be  included  as  part  of  the  stock 
belonging  to  the  business.  An  inspection  of  correspondence, 
contracts,  etc.,  will  cast  light  upon  the  terms  of  the  arrangement 
in  force.  At  times,  a  statement  of  account  should  be  secured 
from  the  consignor  in  order  to  verify  the  existing  balance  ;  usually, 
the  balance  thereon  reported  requires  reconciliation  with  that 
shown  by  the  client,  because  of  items  existing  not  yet  taken  up  by 
the  other  party. 

No  profit  should  be  anticipated  in  connection  with  sales  for 
future  delivery,  even  though  a  valid  contract  may  be  in  existence, 
and  even  though  the  buyer  has  paid  cash  down  in  advance.  Only 
those  goods  to  which  title  actually  has  passed  a-  of  balance  Sheet 
date  should  represent  -ales.  Even  if  goods  are  ready  for  delivery 
on  Balance  Sheet  date  under  contracts  of  this  type,  it  seems  best  to 
treat  them  as  stock  on  hand  as  of  such  date,  and  to  value  at  cost. 
It  would  seem  that  any  course  contrary  to  the  above  is  not  the 
most  prudent  one  to  adopt.  The  exit--  paid  in  by  the  customer 
in  advance  should  make  him  a  creditor  to  the  extent  of  such 
amount. 

Illustrative  Audit  Plan:  Sales,  etc.  —  A  portion  of  an  audit 
plan  which  may  be  considered  a-  fairly  representative  of  tin-  pos- 
sible Steps  in  auditing  -ale-,  etc..  a-  contemplated  to  this  point 
appears  as  under : 

i.  Sales  —  Sales  B<  ">k  : 

a.  Test-Check    addition-:     total    and    discounl    columns, 
•  ross  footings,  distributions. 

b.  Check  posting         G  tieral  Ledger  or  to  Sales  Recapitu- 
lation. 

c.  Test-Check  postings  to  Sale>  Led] 
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d.  Test- Vouch  shipping  slips. 

e.  Analyze  sales. 

/.    Secure  executive  approval  of  credit  allowances. 

g.    Take  out  consignment  sales. 

h. 

2.  Sales  Returns  : 

a.  Test-Check  additions. 

b.  Check  postings  to  General  Ledger. 

c.  Test-Check  postings  to  Sales  Ledger. 

d.  Secure  executive  approval  therefor. 
e. 

3.  Raw  Material  Sales  : 

a.  Test-Check  additions. 

b.  Check  postings  to  General  Ledger. 

c.  Test-Check  postings  to  Sales  Ledger. 

d.  Test-Check  postings  to  Contract  Ledger. 
e. 

Internal  Check  and  the  Sales  Ledgers.  —  Inasmuch  as  defal- 
cations frequently  are  concealed  by  fictitious  entries,  the  auditor 
should  determine  the  extent  of  the  internal  checks  against  the 
Sales  Ledgers,  the  inquiry  being  made  along  the  following  lines : 

1.  Control  of  cashier  over  Sales  Ledgers,  or  over  records  of 
original  entry  other  than  his  Cash  Books.  If  any  exists, 
the  possibilities  for  concealing  fraud  are  many  and  the 
auditor,  as  a  result,  must  exercise  great  care. 

2.  Use  of  controlling  accounts  as  a  means  of  securing  a  sepa- 
rate proof  over  the  total  balances  in  the  Sales  Ledgers. 
Controlling  accounts  never  should  be  under  the  charge  of 
Ledger  clerks. 

3.  Extent  to  which  the  Ledger  clerks  check  their  own  work. 
In  a  small  concern,  no  outside  checking  may  exist ;  in  a 
large  business,  other  clerks  should  do  this. 

4.  Handling  overdue  accounts,  as  to  their  collection. 

5.  Handling  of  returns,  allowances,  etc.  (see  ante). 

Verification  of  Postings.  —  In  the  absence  of  a  satisfactory 
system  of  internal  check,  as  where  the  transactions  are  not  too 
numerous,  it  may  be  advisable  to  check  all  postings.  If  this  can- 
not be  done,  because  of  impracticability,  it  would  seem  that  more 
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attention  should  be  given  to  the  credit  postings  than  to  the  debit 
entries,  inasmuch  as  fictitious  credits  are  more  apt  to  be  made  in 
an  attempt  to  conceal  defalcations  than  others.  Cash  Book 
debits  covering  cash  received  and  discounts  given  should  be 
checked  out.  Any  discounts  of  size  taken  after  the  term  of  credit 
has  expired  should  be  scrutinized.  Also,  entries  from  the  Note 
Register,  Returns  and  Allowances  Books,  etc.,  should  be  checked 
so  that,  eventually,  every  credit  item  in  each  account  is  ticked. 

Where  the  internal  check  system  is  good,  and  the  Ledgers  many, 
the  postings  need  only  be  tested :  all  of  those  in  one  particular 
Ledger  may  be  completely  checked  out,  or  certain  accounts  in  the 
different  Ledgers  may  be  gone  over  in  their  entirety.  Where  an 
audit  is  made  from  year  to  year,  in  the  course  of  time  all  Ledgers 
should  be  covered  in  this  manner. 

Verification  of  Balances.  —  Unless  the  actual  accounts  repre- 
senting the  individual  balances  are  scrutinized  —  as  by  being 
checked  from  the  face  of  the  separate  Ledgers  onto  the  various 
Ledger  abstracts  —  and  the  abstracts  footed,  it  seems  difficult 
to  imagine  that  a  proper  verification  has  been  made,  regardless 
of  the  system  of  internal  check  in  force.  Perhaps  the  only  pro- 
cedure left  for  the  auditor  in  this  connection,  in  view  of  the  fact 
that  it  is  not  customary  to  close  each  account  as  of  Balance  Sheet 
date  and  bring  down  each  existing  balance,  or  not  ordinarily 
possible  for  him  to  request  each  balance  to  be  inserted  at  the  side 
of  the  respective  accounts,  is  to  draw  off  each  balance  himself 
in  order  to  have  somewhere  a  permanent  record  thereof  as  on 
Balance  Sheet  date,  the  total  of  which  may  be  checked  against 
the  control.  It  may  be,  however,  that  he  will  elect  to  check  out 
an  abstract  or   list  which  has  been  handed  to  him  by  the  book 

keeper    I  MV    f>OSt). 

As  each  balance  is  being  determined  for  checking  purr* 
thought  should  be  given  to  it-  composition       whether  it  repre- 
sents particular  items  of  g Is  or  i>  an  accumulated  balance.     In 

the  latter  event,  the  question  should  be  answered  satisfactorily 
as  to  why  the  account  i-  open  :  if  due  to  error-  or  disputes,  some 
adjustment  maybe  accessary,  or  the  amount  may  require  con- 
sideration whin  the  matter  of  an  adequate  reserve  is  approached 

(see  / 

No  trade  discounts  should  be  found  in  the  balances;    if  en- 
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countered,  adjustments  are  necessary  to  reduce  to  what  properly 
is  payable.  Goods  out  on  sale  or  return,  on  consignment,  etc., 
should  not  be  forgotten. 

Accounts  Receivable  Components.  —  Only  amounts  carried 
upon  open  account  due  from  customers,  the  result  of  bona  fide 
sales,  should  be  considered  under  the  general  caption  of  "  ac- 
counts receivable."  Many  items  characteristically  different  are 
often  included  in  the  accounts  receivable  total  in  error.  Items 
of  a  different  origin  should  be  allocated  elsewhere  to  prevent 
possible  abuse  and  to  furnish  the  Balance  Sheet  reader  with  the 
information  to  which  he  is  entitled.  If  assets  at  all,  these  sepa- 
rate items  should  be  listed  separately,  be  aged  separately,  and 
be  approved  separately  —  where  necessary  —  by  some  responsi- 
ble official. 

The  components  of  accounts  receivable  may  consist  of  some  or 
all  of  the  following  : 

i.  Trade  debtors 

2.  Advances  to  officers  and  employees 

3.  Amounts  due  from  employees 

4.  Consignment  accounts 

5.  Accrued  items  receivable 

6.  Advances  made  in  connection  with  future  purchases 

7.  Etc. 

Accounts  Receivable  Control  Not  Used.  —  Frequently,  no 
Customers'  Ledger  controlling  account  exists.  When  this  is  true, 
a  most  useful  audit  check  is  secured  by  constructing  one  from  the 
totals  secured  from  the  Sales  Book,  Cash  Book,  etc. : 

1.  Initial  balance,  beginning  of  period 

2.  Add  sales  for  the  period  (per  Sales  Record). 

3.  Deduct  settlements  and  adjustments  during  period   (per 
Cash  Book,  Return  Sales  Book,  Journal,  etc.). 

4.  Final  balance,  end  of  period 

This  set-out  proves,  by  totals,  that  all  items  have  been  included 
in  the  accounts  receivable. 

The  above  construction  procedure  is  similar  to  that  which  may 
be  looked  upon  as  a  detail  audit  formula  for  accounts  receivable  ; 
this  may  be  stated  roughly  as : 
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1.  Balance  as  of  the  beginning  of  the  audit  period. 

2.  Add  total  credit  sales  during  audit  period. 

3.  Deduct  total  remittances  from  customers  during  the  audit 
period  in  cash  or  notes  receivable,  sales  discounts  properly 
taken,  allowances  correctly  authorized,  return  sales  properly 
approved. 

4.  Balance  at  end  of  period. 

Illustrative  Audit  Plan:  Accounts  Receivable.  —  In  accord 
with  the  ideas  advanced  previously,  a  typical  audit  plan,  of 
general  character,  applicable  to  accounts  receivable,  may  be  as 
given  below.  As  it  stands,  however,  a  strain  of  incompleteness 
seems  evident  because  of  the  relationship  of  accounts  receivable 
to  the  sales  records,  etc. : 

Accounts  Receivable  : 

a.  Prepare  name  list. 

b.  List  by  machine.  \  Check  with  control 

c.  Age  accounts  —  schedulize.  J 

d.  List  credit  balances  separately. 
c.  Circularize  customers  to  verify. 
/.  Check  debtors'  replies. 

g.   Check  past-due  accounts    with   credit  man  to  determine 

collectibility. 
//.  Separate  trade  accounts  from  officers'  accounts,  etc. 
i.   Determine  amounts  pledged  as  loan  security. 

J- 
k. 

Preparing  and  Checking  Accounts  Receivable  Schedule. 
This  has  been  commented  upon  briefly  above.  Usually  a  sched- 
ule  of  open  balances  is  submitted  to  the  auditor  which  is  presumed 
to  support  a  total  displayed  in  the  Balance  Sheet  and  to  be 
in  agreement  with  tin-  General  (or  Private)  Ledger  controlling 
account  over  the  Customers'  Ledger;  it"  no  such  abstract  i> 
submitted,  one  should  be  prepared. 

This  schedule  of  customers'  a<  1  ounts,  a-  prepared,  tir-t  may  be 
worked  upon  as  follows  : 

1.   Check  againsl  the  respective  accounts  in  the  detail  Ledger 

or  Ledgers       to  prove  the  accounl  li.il.m- 
:.   Any  charge  items  of  even  amount-  in  the  customers' 

counts  should  be  si  rutinized  1  arefully,  and  a  representative 
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list  thereof  should  be  the  subject  of  a  detailed  examination 
to  make  certain  of  their  correctness. 

3.  Verify  footings. 

4.  Scrutinize  all  open  balances  for  items  which  have  been  in 
existence  a  long  time. 

5.  Pull  out  all  account  balances  of  officers  and  employees, 
consignment  account  balances,  credit  balances,  etc.  Credit 
balances  should  be  totaled  separately,  or  at  least  this  treat- 
ment should  be  accorded  the  large  items  (see  post). 

6.  Scrutinize  closely  all  non-cash  credits  in  each  account. 

7.  Age  (see  post). 

8.  Check  against  the  amount  shown  in  the  controlling  account 
upon  the  General  Ledger,  and  against  the  amount  shown  in 
the  Trial  Balance  or  in  the  Balance  Sheet  if  the  latter  has 
been  prepared  by  the  office  —  to  prove  total. 

Frequently,  also,  the  Accounts  Receivable  Ledger  is  checked 
against  the  cash  receipts  upon  the  Cash  Book,  against  the  Note 
Register,  and  against  the  General  Journal.  All  credits  from  the 
General  Journal  should  be  examined  closely  and,  usually,  these 
credits  should  not  be  passed  until  they  have  been  approved  by  one 
of  the  principal  officials  who  knows  whether  or  not  such  credits 
are  proper.     Generally,  these  cover  allowances  and  similar  items. 

Branch  Customers'  Accounts.  —  These  should  be  agreed  with 
the  main  office  Ledger.  In  some  instances,  the  auditor  verifies 
these  accounts  personally ;  in  others,  probably  he  will  accept  the 
confirmation  or  certificate  of  the  branch  manager  thereon.  All 
schedule  sheets  thereof  should  be  footed  and  checked. 

Accounts  Receivable  Other  Than  Customers.  —  Amounts  may 
be  included  among  the  accounts  receivable  which  represent  some- 
thing other  than  amounts  due  from  trade  customers : 

1.  A  special  loan  or  advance  to  an  officer  of  the  concern,  or  to 
an  employee  or  affiliated  company  should  not  be  buried 
with  the  ordinary  trade  items  of  accounts  receivable ; 
such  extraordinary  items  should  be  shown  separately  upon 
the  Balance  Sheet.  Loans  to  officers  frequently  develop 
into  misappropriation  of  funds  as  when,  subsequently,  they 
are  unable  to  repay ;  loans  to  officers  are  a  common  practice 
even  though  the  company  never  is  under  obligation  to  make 
such  advances  and  thereby  lose  the  use  of  money  in  carry- 
ing   on    the    purposes    of    the    organization.     Sometimes, 
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separate  Ledgers  for  officers'  and  employees'  accounts  are 
used.  If  doubtful  as  to  who  is  an  employee,  one  may 
question  a  bookkeeper  of  the  Sales  Ledgers  to  advantage. 
Employees'  loans  should  be  approved  by  an  official  ;  loans 
to  officers  should  be  authorized  in  the  Minutes  of  the  Board 
of  Directors.  In  connection  with  both  classes,  the  audi- 
tor should  inquire  as  to  the  possible  date  of  payment. 
If  employees'  accounts  represent  stock  or  bond  subscrip- 
tions : 

a.  Count  the  securities,  or  inspect  the  subscription  lists. 

b.  Test  receipts,  totals  paid,  and  balances  due. 

2.  If  goods  are  sold  on  consignment,  it  may  be  that  they  have 
been  treated  as  sales,  and  the  offsetting  charges  made  to 
accounts  receivable.  They  should  be  treated  as  part  of  the 
inventory  until  sold  by  the  consignee.  Consignment 
policies  and  procedure  should  be  understood. 

3.  Returned  purchases  at  times  are  charged  to  accounts  in  the 
Accounts  Receivable  Ledger  where  a  voucher  system  is  in 
operation,  since  no  Ledger  accounts  are  carried  with  credi- 
tors. These  items  must  be  separated  from  the  accounts 
receivable  because  they  do  not  represent  customers'  activi- 
ties, being  in  the  nature  of  offsets  to  liabilities. 

4.  Certain  accounts  receivable  will  have  credit  balances,  these 
usually  representing  prepayments.  Such  items  should  be 
segregated  carefully  and  be  set  up  on  the  Balance  Sheet  as 
liabilities : 

a.  Under  the  heading  of  accounts  payable,  or 

b.  As  unearned  income 

depending     upon     the     nature     of     the     items.       Some 
auditors,  where    the   credit   balances   total    only   a   small 
amount,    consider    them    as    a    deduction    on   the 
side;    this  does  not  seem  to  be  the  correct  treatment.     A 
dear  explanation  should  be  secured  as  to  why  they  exist. 

5.  Suspense  ai  1  ounts. 

6.  Claims  for  adjustment  against  transportation  companii 

7  Advances  to  subsidiaries.  These  may  not  even  be  current 
assets.  If  the  subsidiary  used  them  for  construction 
purposes  <>r  to  make  good  operation  losses,  they  ought  not 
to  be  looked  upon  as  currenl  assets.  Their  true  chara<  ter 
may  l>c  ;i-<  ertained  only  by  tracing  them  into  the  ac<  ounts 
of  the  subsidiary.  At  any  rate,  they  should  l»<-  stated 
separately. 
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A  creditor's  account  with  a  debit  balance  caused  by  an 
over-payment  or  a  return  of  goods  does  not  represent  a 
reduction  from  the  total  accounts  payable ;  it  represents 
a  special  account  receivable  to  be  set  out  separately  on  the 
Balance  Sheet. 

The  above  items,  and  others  which  may  be  classified  similarly, 
should  be  scheduled  separately,  nature  and  age  determined,  and 
proper  approval  of  them  secured  ;  further,  they  should  be  ex- 
plained fully  in  the  auditor's  report.  It  may  be  said,  in  general, 
that  if  of  sufficient  size,  a  separate  inclusion  in  the  Balance  Sheet 
is  in  order ;  officers'  and  employees'  advances,  usually,  must  be 
thus  shown. 

Ageing  Accounts  Receivable  :  to  Determine  Collectibility.  — 
The  accounts  receivable  should  be  inspected  further  with  the  idea 
of  determining  what  portion  might  be  collected  and,  in  reaching 
a  decision  hereon,  it  may  be  necessary  for  the  auditor  to  examine 
each  separate  account.  Ordinarily,  one  which  is  long  overdue 
should  be  looked  upon  with  suspicion,  even  though  under  certain 
circumstances  it  may  be  as  good,  if  not  better,  than  one  that  is 
not  overdue,  representing  only  a  slowpay  customer. 

A  proper  accounting  system  should  handle  and  control  the 
work  in  connection  with  accounts  receivable  so  that  overdue 
amounts  show  up  automatically;  these  may  be  taken  care  of 
by  a  particular  department  in  which  letters,  contracts,  memos, 
etc.,  are  found  on  nearly  every  account  of  importance.  Under 
such  a  condition,  the  necessary  interpretative  facts  are  in  a  form 
available  to  aid  the  auditor  in  determining  collectibility  and 
thereby  expedite  his  work. 

Two  general  methods  of  inspecting  the  accounts  receivable  may 
be  summarized  as  under  : 

i.   Method  probably  most  common  and  practicable  : 

a.  Pass  rapidly  from  one  account  to  another  without  a 
minute  inspection  of  the  items. 

b.  Note  for  fuller  investigation  : 

i.  Overdue  accounts 

ii.  Accounts  that  seem  out  of  the  ordinary  and  examine 
underlying  circumstances  in  connection  with  a  con- 
sultation with  the  bookkeeper  or  credit  man 
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2.    Method  uncommon  but  thorough  (laborious) : 

a.  Draw   the  accounts  off  on  a  schedule  arranged  with 
columns  to  show  items  : 
i.  Xot  due 

ii.  Overdue  less  than  thirty  days 
iii.  Overdue  thirty  to  sixty  days 
iv.  Overdue  sixty  to  ninety  days 
v.  Overdue  ninety  days  to  six  months 
vi.  Overdue  six  months  to  one  year 
vii.  Overdue  more  than  a  year 

Ageing  accounts  by  months,  and  schedulizing  those  past  due 
is  extremely  helpful  when  verifying  the  allowance  for  doubtful 
accounts. 

In  preparing  this  schedule,  the  auditor  should  watch  for  old 
unsettled  invoices  where  later  items  in  an  account  have  been  since 
paid.  Beyond  a  doubt  the  old  invoice  is  in  dispute  and  never  will 
be  paid  in  full ;  such  condition,  however,  may  be  caused  by  dupli- 
cate charges,  by  returned  goods  not  credited,  and  by  allowances 
still  due  customers,  and  this  means  that  a  conclusion  should  not  be 
reached  without  knowing  the  exact  Facts.  Further,  where  such 
conditions  are  found,  care  should  be  observed  in  assuming  that 
the  credit  department  is  at  fault  in  granting  further  credit  in  the 
face  of  a  past  due  balance;  the  granting  of  credit  largely  is  a 
matter  of  judgment  with  factors  influencing  a  decision  that  should 
be  of  no  concern  to  the  auditor.  Ordinarily,  if  a  credit  manager 
were  thus  arbitrarily  circumscribed  in  his  actions,  a  condition  of 
too  strict  accountability  would  be  found  for  practical  purposes. 
Nevertheless,  every  account  of  this  kind  should  be  circularized  by 
the  auditor  by  sending  the  debtor  a  statemenl  of  hi-  at  count  with 
a  request  that  thi>  be  verified  and  returned  direct  to  him. 

Valuing  Accounts  Receivable :  General  Conditions.  Tin 
auditor's  capacity  will  be  taxed  to  the  utmost  in  reaching  a  de- 
cision as  to  a  reasonable  valuation  to  be  given  I  he  a<  1  ounts  receiv- 
able.  Perhaps  the  following  summary  of  the  process  involved 
answers  the  purpose  inasmuch  as,  of  necessity,  this  will  vary 
according  to  the  particular  auditor: 

1.    The  estimate,  primarily,  i^  made  from  the  rei  1  irds,  tempered 

by  the  auditor'.-  judgment. 
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2.  Such  estimate  will  be  made  after  he  has  more  or  less  super- 
ficially at  best  analyzed  the  accounts  into  the  three  groups 
of  good,  doubtful,  and  bad,  taking  into  consideration  the 
available  information  at  hand  (probably  more  or  less  super- 
ficial as  well)  in  the  way  of  correspondence  and  reports  of 
rating  agencies,  plus  whatever  information  can  be  pro- 
cured from  supposedly  reliable  persons  in  the  same  lines  of 
business,  officers  of  banks  and  of  trust  companies,  and  from 
a  legitimate  knowledge  of  the  trade. 

A  study  of  the  correspondence  files,  of  the  shipping  records, 
of  the  Returned  Sales  Journal,  etc.,  should  produce  much  valuable 
indirect  information.  If  a  customer  has  failed  to  make  a  prompt 
settlement,  the  correspondence  that  would  result  as  a  natural 
sequence  should  be  obtained  and  read.  It  may  be  necessary,  in 
this  connection,  for  the  auditor  himself  to  "  pull  "  the  letters 
from  the  files ;  if  so,  he  should  have  a  knowledge  of  the  particu- 
lar filing  system  in  use.  In  this  connection,  the  auditor  should 
remember  the  possibility  exists  that  the  correspondence  he  wants 
may  have  been  removed  from  the  files  for  the  express  purpose  of 
not  acquainting  him  with  the  actual  facts  that  he  desires  to  secure. 

Further,  it  would  seem  that  practically  no  reliance  can  be 
placed  upon  the  management's  estimate  of  the  worth  of  the  cus- 
tomers' accounts.  This  seems  true  regardless  of  how  much  integ- 
rity and  reliability  can  be  placed  upon  the  management,  since 
it  is  a  human  trait  not  to  admit  the  possibility  of  a  loss. 

In  conclusion,  therefore,  the  auditor  should  scrutinize  his 
problem  over  and  over  from  all  possible  angles,  and  keep  in  mind 
three  important  questions  which  he  should  answer  satisfactorily  : 

i.    What  is  the  possibility  of  existing  fraud? 

2.  How  much  reliance  can  be  placed  upon  the  book  record? 

3.  What  misunderstandings,  warranties,  and  conditions  exist 
which  may  bear  upon  the  matter  ? 

The  possible  complications  are  many  since  not  only  may  actual 
cash  and  other  property  be  involved,  but  there  may  exist  accounts 
in  respect  of  personal  services,  in  respect  of  the  exchange  of  assets 
between  organizations  —  as  where  the  members  of  one  organ- 
ization have  connections  with  some  other  organization,  etc.  — 
all  of  which  are  considered  in  error  as  accounts  receivable. 
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Valuing  Accounts  Receivable  :    Bad  and  Doubtful  Debts.  - 

In  attempting  to  ascertain  from    the    evidence  available as 

suggested  above  —  whether  any  balances  represent  debts  not 
recoverable,  or  debts  of  a  doubtful  nature  against  which  reserves 
should  be  made,  the  following  points  should  be  observed  when 
examining  balances : 

1.  Term  of  credit  allowed 

2.  Age  of  the  debt 

3.  Whether  account  settled  regularly  within  credit  term,  and 
advantage  of  discount  taken 

4.  Whether  payments  are  being  made  on  account  and,  if  so, 
whether  balance  is  increasing 

5.  Whether  an  old  balance  is  being  carried  forward  to  be  paid 
off  in  installments,  new  goods  being  sold  on  a  cash  basis 

6.  If  payment  was  made  by  note,  whether  same  was  retired 
or  dishonored 

7.  Whether  any  checks  have  been  dishonored 

8.  What  notes  exist  in  the  margins  covering  payment  suspen- 
sion, arrangements  with  collectors,  etc. 

If  the  balances  are  numerous,  a  schedule  of  bad  and  doubtful 
debts  may  be  prepared  by  the  office  for  presentation  to  the  audi- 
tor. This  should  be  certified  by  some  responsible  official.  If 
not  prepared  for  the  auditor,  all  accounts  that  the  latter  considers 
should  be  reserved  against  should  be  marked  on  the  schedule  of 
balances  SO  that  tiny  may  be  taken  up  in  detail  later  with  the 
proper  officer. 

No  hard  and  fast  rule>  can  be  laid  down  a-  to  tin'  value  of  book 
debts.  Credit  terms  vary  not  only  a-  between  businesses  but 
they  may  differ,  also,  in  the  same  undertaking  for  different  ( Lass<  - 
of  goods ;  further,  in  certain  instances,  the  credit  term>  in  force 
may  not  be  followed  strictly,  or  special  terms  may  be  granted  to 
particular  customers.  Therefore,  each  case  ought  to  be  decided 
Upon  it-  own  merits.  Where  accounts  are  settled  regularly,  but 
tar  after  tin-  expiration  of  the  regular  credit  period,  no  reason 
seems  to  exist  for  1  onsidering  the  debt  a-  of  a  questionable  nature. 
Debt-,  however,  which  have  been  barred  by  Statute,  even  though 

considered  as  g 1.  should  be  reserved  against  fully  since  no  legal 

ground  exists  for  recovery. 

It  payments  have  been  made  on  account,  and  the  account  bal- 
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ance  continues  to  increase,  the  circumstances  of  the  case  should 
be  inquired  into ;  should  the  amount  of  the  debt  be  found  to  be 
within  the  limits  of  credit  as  reported  by  a  credit  agency,  and  such 
report  is  recent,  no  question  of  doubt  need  remain.  If  an  old 
balance  is  being  paid  by  installments,  whereas  new  goods  are 
being  paid  for  in  cash,  a  sign  of  weakness  is  in  evidence ;  the  old 
balance  should  be  considered  as  doubtful  and  be  reserved  against. 
The  point  here  is  that  such  an  arrangement  with  one  concern  un- 
doubtedly indicates  a  similar  one  on  the  part  of  the  debtor  with 
others ;  hence,  default  in  an  installment  to  any  one  creditor  may 
cause  such  debtor's  insolvency. 

Dishonored  notes  are  a  sign  of  weakness.  Returned  checks 
may  or  may  not  earmark  an  account  as  doubtful.  If  caused  by 
errors  in  indorsement  or  in  writing  the  check,  the  element  of  doubt 
does  not  seem  to  exist.  But  if  actually  dishonored,  the  account 
should  be  considered  as  doubtful ;  particularly  would  this  be  true 
if,  in  the  original  instance,  the  check  was  post-dated. 

Accounts  out  in  the  hands  of  attorneys  for  collection  are  not 
all  necessarily  bad  or  doubtful.  Some  persons  pride  themselves 
on  never  paying  until  sued,  and  such  accounts  may  be  entirely 
good.  But  if  a  considerable  period  has  elapsed  since  the  account 
was  sent  out  for  collection,  and  no  payment  has  been  received,  it 
seems  entirely  safe  to  assume  the  account  to  be  of  doubtful  na- 
ture. All  costs  incurred  are  chargeable  to  the  respective  debtors' 
accounts. 

Debts  should  not  be  written  off  until  no  further  hope  of  recov- 
ery exists  since,  if  done,  the  chance  arises  that  the  account  will  be 
overlooked,  with  the  result  that  any  opportunity  of  a  later  re- 
covery is  lost  forever.  Again,  to  do  so  offers  the  cashier  an  oppor- 
tunity to  appropriate  whatever  sum  may  be  paid  eventually 
since  no  charge  appears  in  the  Ledger  to  cover.  For  these  rea- 
sons, the  use  of  a  Suspense  Ledger  seems  advisable,  to  which  each 
doubtful  account  is  transferred  as  soon  as  that  condition  arises. 
In  this  manner,  a  check  is  secured  against  the  bad  debts,  and  the 
final  loss  thereon  ascertained.  Further,  no  bad  debts  should  be 
written  off  without  the  written  approval  of  some  responsible 
officer ;  this  prevents  concealing  misappropriations  by  creating 
fictitious  bad  accounts. 

The  amount  of  the  reserve  to  be  created  against  accounts  bad 
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and  doubtful  not  written  off  should  represent  the  full  amount  of 
those  regarded  actually  as  bad,  whereas  the  doubtful  items  should 
be  reserved  against  according  to  their  estimated  value,  the  loss 
estimate  being  liberal.  A  general  working  rule,  subject  to  ex- 
ceptions, considers  accounts  as  bad  when  one  year  old.  Further, 
special  cases  should  receive  special  treatment.  Where  the  debts 
are  numerous  and  of  an  average  amount,  the  reserve  may  be 
calculated  as  a  percentage  on  : 

i.   The  outstanding  accounts 

2.  The  average  accounts 

3.  Sales 

preference  probably  being  in  favor  of  the  first  method  of  deter- 
mination. Where  the  accounts  have  been  aged  by  months,  the 
determined  percentage  should  be  checked  against  the  list  of  over- 
due items  as  a  further  guard  against  the  accuracy  of  the  result 
reached.  Some  guide  as  to  adequacy  may  be  secured  by  deter- 
mining the  normal  credit  loss  of  previous  periods. 

Frequently,  the  provision  for  losses  on  accounts  receivable  is 
calculated  as  a  percentage  of  monthly  sales.  If  so,  the  valuation 
reserve  account  is  on  the  books  at  the  time  the  audit  is  com- 
menced. This  should  be  scrutinized  closely  and  be  verified  by 
the  auditor  at  the  time  he  analyzes  and  ages  the  accounts 
receivable. 

After  careful  investigation,  if  the  auditor  believes  the  reserve 
as  carried  is  insufficient,  strenuous  effort  should  be  made  to  have 
the  additional  amount  taken  up  which  he  deems  necessary.  If 
the  client  refuses  to  permit  this,  the  auditor  should  cover  the 
situation  in  his  report  stating  to  what  extent  the  reserve  appears 
to  be  inadequate.  Such  inadequacy  is  of  material  importance 
since  it  affects  directly  the  correctness  of  the  Balance  Sheet  and 
the  Profit  and  Loss  Statement. 

Sales  Discounts;  Returns  and  Allowances.  Cash  discounts, 
which  it  is  presumed  the  customers  will  take  when  settlements 
are  made,  represent  a  shrinkage  in  the  amount  of  the  collections 
from  the  accounts  receivable.  Theoretically,  provision  may  be 
made  againsl  this  collection  loss  through  such  shrinkage  but, 
practically,  such  an  adjustment,  ezcepl  in  rare  instances,  never 
is  made.    The  pra<  tiii  may  be  indicated  as  under : 
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i.  Where  the  terms  call  for  small  cash  discounts  (2/10,  etc.), 
the  matter  is  ignored. 

2.  In  many  lines,  when  bills  are  paid,  a  large  discount  is  given, 
as  perhaps  6%.  Such  a  discount  is  a  trade  discount,  al- 
though different  in  character  from  the  usual  trade  discount 
in  that  it  is  not  a  reduction  from  list  price  ;  provision  always 
should  be  made  for  a  reserve  large  enough  to  cover  the 
shrinkage  in  settlements  due  to  this  cause. 

It  is  desirable,  frequently,  to  prepare  a  schedule  of  returns  and 
allowances  directly  off  the  Customers'  Ledger,  and  to  agree  the 
total  with  the  Ledger  accounts.  Care  should  be  followed  to 
observe  whether  returns  and  allowances  entered  in  the  forepart 
of  the  period  beyond  that  being  audited  belong  to  the  audited 
period. 

The  percentage  of  returns  and  allowances,  and  of  discounts,  to 
sales  may  be  calculated  by  the  auditor  for  comparison  with  the 
figures  of  previous  years,  to  determine  that  they  are  of  normal 
amount.  These  topics  have  been  covered  more  in  detail  in  pre- 
vious sections  of  this  chapter. 

Accounts  Receivable  Pledged.  —  The  auditor  should  satisfy 
himself  that  no  accounts  receivable  have  been  pledged  or  assigned. 
Frequently,  the  title  to  accounts  receivable  has  been  conveyed  as 
collateral  to  banks,  trust  companies,  and  brokers,  with  the  right 
of  collection  remaining  with  the  borrower,  and  no  record  being 
made  in  any  public  office  to  permit  the  public's  being  placed  on 
guard.  Even  though  circumstances  may  make  the  conveyed 
title  defective  legally,  and  valueless,  the  auditor  should  realize 
that  all  possible  information  concerning  pledged  assets  is  of  major 
importance  and  a  procedure  be  adopted  which  will  dig  up  this 
information. 

Various  kinds  of  documents  and  papers  coming  under  the 
auditor's  scrutiny  may  give  him  the  desired  clue,  and  be  valuable 
in  determining  the  title  of  existing  assets  and  in  securing  the 
information  needed  with  reference  to  their  being  used  as  security. 
Too  often  an  auditor  is  guilty  of  passing  both  notes  and  accounts 
receivable  at  book  value,  if  they  are  comparatively  recent,  and 
assuming  that  everything  is  in  order. 

Circularization  of  Accounts  Receivable.  —  The  only  satisfactory 
way  for  an  auditor  to  satisfy  himself  that  each  account  receivable 
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is  correct  and  represents  an  unpaid  bona  fide  claim,  and  protect 
himself  fully  against  possible  fraud,  is  to  secure  an  independent 
check  against  the  account  balances  by  communicating  direct  with 
tlu'  customers,  provided  the  client  grants  his  permission  to  do  so. 
This  matter  ought  to  be  gone  into  with  the  client  early  in  the 
assignment  so  that  the  auditor  may  protect  himself  should  some- 
thing wrong  develop  later  in  connection  with  the  accounts  re- 
ceivable which  through  no  fault  of  his  was  not  uncovered. 

Hereunder,  each  customer  is  advised  of  the  balance  against  him 
upon  the  client's  Ledger  and  he  is  requested  to  notify  the  auditor 
personally  if  this  balance  does  not  agree  with  the  balance  shown 
upon  his  own  Ledger  representing  the  amount  owed  by  him  to  the 
client.  It  is  vitally  important  for  the  auditor  to  make  certain 
that  the  debtors'  answers  will  be  sent  to  him  direct  ;  further,  the 
inquiries  should  be  prepared  under  the  auditor's  personal  super- 
vision, and  he  should  make  certain  that  each  inquiry  is  placed  in 
the  mail  exactly  as  prepared.  Mail  of  this  kind  musl  be  entirely 
beyond  the  control  of  the  bookkeeping  staff  if  possible  interfer- 
ence is  to  be  avoided. 

Theoretically,  this  drcularizatioD  should  be  a  part  of  every 
audit  ;  but  many  auditors  will  not  deem  such  a  procedure  neces- 
sary if  a  complete  system  of  internal  check  is  in  use.  Again, 
direct  verification  may  be  considered  a>  impossible  owing  to  the 
large  number  of  small  accounts  in  existence;  when  such  is  the 
case,  direct  correspondence  with  the  debtors  whose  accounts  are 
shown  as  being  past  due  or  in  dispute  would  be  in  order.  How 
ever,  unless  the  balances  of  the  accounts  receivable  are  verified 
by  direct  communication,  the  auditor  should  be  careful  to  qualify 
his  certificate  accordingly. 

The  usual  circulari/.ation  procedure  is  carried  out  in  a  number 
of  way-,  the  following  being  illustrative  and  perhaps  the  most 
common  : 

1.  Monthly  statements  are  prepared  by  the  client's  office 
fori  c  and  then  turned  over  to  the  auditor  to  be  checked  by 
him.  after  which  the  auditor  sends  them  out  direct.  Care 
musl  In  I  to  prevent  these  statements  from  falling 

into  the  hands  of  the  ( lient's  staff  after  being  <  In  ■»  ked.     The 
returned  statements  should  rea<  b  the  auditor  without  being 
ud  by  a  representative  of  the  client  : 
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a.  These  return  statements  may  be  mailed  direct  to  the 
auditor's  office,  or 

b.  The  returns  may  come  to  the  client's  office  in  envelopes 
which  can  be  identified  and  which  will  be  presented 
to  the  auditor  immediately  as  received  without  being 
opened. 

Each  statement  sent  out  has  affixed  a  rubber  stamp  notice 
about  as  follows : 


Please  verify  balance  above  at  once 
and  return  immediately  to 

JOHN  JONES 

Certified  Public  Accountant 

iiii  Temple  Building 
Syracuse,  New  York 


2.  A  special  form  letter  is  sent  out  with  each  statement,  this 
having  a  perforated  form  attached,  requesting  the  customer 
to  verify  the  indicated  balance  on  this  blank  form. 

Any  such  verification,  however  excellent,  may  be  somewhat  un- 
satisfactory in  that  a  large  number  of  customers  frequently  pay 
no  attention  to  the  request,  and  probably  among  these  are  the 
accounts  concerning  which  such  confirmation  is  most  desirable  to 
secure ;  hence,  a  complete  verification,  under  all  circumstances, 
is  impossible  by  this  means.  The  auditor  should  keep  prodding 
away  at  the  larger  balances  until  the  desired  verification  thereof 
is  secured ;  it  would  seem  that  he  ought  to  receive  replies  from 
at  least  about  80%  of  all  the  accounts  outstanding  in  order  to 
satisfy  himself  that  they  are  in  order. 

Proving  Accounts  Receivable  through  Sales  and  Cash.  — 
The  expedient  of  proving  the  accounts  receivable  through  the 
records  of  sales  and  cash  is  a  most  valuable  one  to  use ;  it  has 
been  illustrated  above  in  connection  with  setting  out  the  basic 
audit  formula  and  represents,  in  fact,  a  practical  application 
thereof : 

1.  Accounts  receivable,  beginning  of  the  period 

2.  Add  charge  sales  during  the  audit  period  (sales  records) 
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3.  Deduct  cash  received  (Cash  Book) 

discounts,  returns,  and  allowances  (records  covering) 

4.  Accounts  receivable,  end  of  audited  period 

Auditing  Accounts  Receivable  :   Federal  Reserve  Suggestions. 
-  The  following  is  taken  from  the  Federal  Reserve  Bulletin  : 

"  The  bookkeepers  of  the  accounts-receivable  ledgers  should  be  asked  to 
draw  off  lists  of  the  open  balances  at  the  end  of  the  fiscal  period,  and  dis- 
tributions of  the  total  columns  should  be  shown  on  the  lists  according  to  the 
age  of  the  accounts,  e.g.,  not  yet  due.  less  than  30  days  past  due,  more  than 
30  days  past  due.  The  accounts  paid  since  the  close  of  the  fiscal  period 
should  be  noted  in  the  lists  before. taking  up  the  matter  of  past-due  accounts 
with  the  credit  department,  as  payment  is  the  best  proof  that  an  account 
good  at  the  date  of  the  audit. 

"  flu-  totals  of  the  lists  of  outstanding  accounts  should  agree  with  the 
controlling  account  in  the  general  ledger  if  separate  ledgers  are  kept.  When 
credit  balances  appear  on  customers'  accounts  they  should  be  shown  on  the 
balance  sheet  as  a  separate  item  and  not  deducted  from  the  total  of  debit 
balance-;  and  (kbit  balances  on  the  accounts-payable  ledgers  should  be 
treated  in  the  same  manner. 

'•  The  li>t-  should  be  footed  and  compared  in  detail  with  the  customers' 
accounts  in  the  ledgers. 

"  ["he  composition  of  outstanding  balances  should  always  be  examined, 
as  it  frequently  happens  that  while  a  customer  may  be  making  regular  pay- 
ments on  his  account,  old  items  are  being  carried  forward  which  have  been 
in  dispute  for  a  considerable  period  of  time.  Such  items  and  accounts  which 
are  past  due  should  be  taken  up  with  the  credit  department  or  some  re- 
sponsible officer,  and  the  correspondence  with  the  customers  examined,  so 
that  the  auditor  may  form  an  opinion  of  the  worth  of  the  accounts  and 
satisfy  himself  that  the  reserve  for  bad  and  doubtful  accounts  set  up  by  the 
company  is  sufficient. 

I  rade  discounts  'and  also  so-called  cash  discounts,  if  exceeding   1   per 
and  freights  allowed  by  the  company  should  be  inquired  into,  and  if 

they    have    been    included    in    the    accounts    receivable    a    reserve    therefor 

should  be  set  up  in  the  balance  sheet.     Abo  inquiries  should  be  made  regard- 
ing CUi  aims  for  reductions  in  prices  and  for  rebates  ami  allowanc  es 
COUnl  of  defective  materials.  SO  that  it  may  be  seen  that   a  sufficient 
tablished  therefor. 
Inquiry  must  be  made  as  to  whether  any  of  the  accounts  receivable  have 

hypothecated  or  assigned,  and  the  sum  total  of  accounts  so  listed 
entered  under  20ft  (see  post). 

he  auditor  should  satisfy  himself  th.it  the  bad  debts  written  off  have 
been  duly  authorized  by  responsible  >>Mi<  ials. 

u  due  from  direct)  ts,  and  employees  must 

in  the  balance  .sheet  separately  and  not  included  .:>ts       I  his 
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applies  also  to  deposits  as  security,  guarantees,  and  other  extraordinary  items 
connected  with  sales. 

"  Accounts  due  from  affiliated  concerns  must  not  be  included  as  customers' 
accounts,  even  though  arising  as  a  result  of  trading  transactions.  Affiliated 
companies'  accounts  should  be  shown  as  a  separate  item  of  '  current  assets' 
or  as  'other  assets,'  as  the  circumstances  warrant.  They  may  be  fairly 
included  as  'current  assets'  if  the  debtor  company  has  ample  margin  of 
quick  assets  over  its  liabilities,  including  such  accounts. 

"Optional.  — The  best  verification  of  an  open  balance  is  a  confirmation 
by  the  customer;  therefore,  if  time  permits  and  the  client  does  not  object, 
it  is  advisable  to  circularize  the  customers.  The  auditor  should  personally 
see  the  circulars  mailed  after  comparing  them  with  the  lists  of  outstanding 
accounts.  The  envelopes  for  replies  sent  with  the  circulars  should  be 
addressed  direct  to  the  auditor. 

"In  large  concerns  the  system  of  accounting  is  generally  so  arranged 
that  it  would  be  almost  impossible  for  accounts  to  be  paid  and  not  correctly 
credited  on  the  accounts-receivable  ledgers,  but  in  small  concerns,  with 
imperfect  systems,  such  occurrences  are  quite  possible,  so  much  so,  in  fact, 
that  it  is  generally  admitted  that  the  risk  of  errors  and  omissions  decreases 
in  direct  proportion  to  an  increase  in  bookkeeping." 


CHAPTER  VIII 

AUDIT  OF  THE  ASSET  ACCOUNTS   (Continued) 
INVENTORIES 

Introduction.  —  Since  the  trading  transactions  related  to  pur- 
chases comprehend  the  buying  of  items  other  than  goods,  as 
expenses,  etc.,  it  seems  undesirable  at  this  point  to  discuss  these 
matters.  Hence,  comment  is  deferred  thereon  until  Chapter 
XII.  in  which  the  audit  of  the  expense  accounts  is  considered. 

Where  transactions  have  been  recorded  correctly,  evidence  is 
at  hand  in  the  records  of  all  assets  acquired  in  the  course  of  busi- 
ness; however,  verifying  the  correctness  of  a  Balance  Sheet  as 
shown  by  the  books,  is  not  sufficient.  It  is  necessary  for  the 
auditor  to  do  considerably  more  —  to  go  further  and  verity  by 
actual  inspection  or  otherwise  the  existence  of  the  assets.  An 
entry  may  appear  in  the  books  recording  as  asset,  and  the  ac- 
curacy of  such  entry  may  have  been  vouched;  but  this  merely 
proves  the  asset  ought  to  exist,  not  that  it  actually  does.  Again, 
certain  assets  may  be  unearthed  which  have  not  as  yet  found 
expression  in  the  books  of  account. 

One  common  form  of  fraud  is  the  misappropriation  of  cash 
<>r  other  assets  of  a  readily  negotiable  character  ;  the  precautions 
to  be  taken  hereunder  to  prevent  the  substitution  of  assets  have 
been  commented  upon  above  from  time  to  time.  Another  form 
of  fraud  which  assel  verification  guards  against  is  the  improper 
inflation  of  values,  or  the  iiwrtim,r  in  the  bonk-  of  an  asset  that 
either  <l.  rist   now  or  that   never  did.      Undoubtedly,  the 

commonest  instano  of  this  i->  the  inflation  of  stock  inventories 
either  by  overvaluation  or  by  the  inclusion  of  fictitious  items. 

Inventories:  Components.  -An  inventory,  broadly  speaking, 
i>  a  li-t  of  property  values,  a-: 

i.    Inventory  of  ;ill  the  assets  of  an  enterprise  or  of  an  estate 
2.    Inventory  of  tools 
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3.  Inventory  of  fixtures 

4.  Inventory  of  goods  (in  hand,  in  transit,  out  on  memo,  out 
on  consignment),  supplies,  packing  material,  coal  oil, 
waste,  postage,  etc. 

From  a  practical  accounting  point  of  view,  the  term  "  in- 
ventory "  used  without  qualification,  refers  commonly  to  goods 
on  hand  : 

1.  In  a  trading  enterprise 

a.  Goods  on  hand  in  a  completed  state  (although  not  nec- 
essarily finished)  ready  for  sale 

2.  In  a  manufacturing  establishment 

a.  Raw  material 

b.  Manufactured  goods 
i.  Finished 

ii.  Unfinished 

It  is  this  common  acceptance  of  the  term  "  inventory  "  that 
is  considered  in  the  present  discussion.  An  attempt  is  made  to 
separate  the  subject  matter  along  the  lines  indicated  in  the  set- 
out  above.  The  basis  of  values,  ordinarily,  is  cost,  although  the 
conservative  rule  is  stated  "  cost  or  market  whichever  is  lower." 

There  are  two  kinds  of  inventories  : 

1.  Physical.  This  relates  to  an  actual  inspection  and  count 
of  stock  at  a  given  time,  as  at  the  end  of  an  operating 
(fiscal)  year.  The  physical  inventory  written  record 
shows  units,  prices,  amounts,  and  total,  the  number  of 
units  for  each  item  having  been  determined  by  actual 
count. 

2.  Perpetual  or  book.  Practically,  this  amounts  to  drawing  a 
Trial  Balance  of  a  loose-leaf  or  card  Material  and  Supplies 
Ledger,  Cost  Ledger,  and  Finished  Stock  Ledger.  It  may 
refer  to  raw  material,  to  goods  in  process  of  manufacture,  or 
to  completed  goods  ready  for  sale ;  if  used  in  connection 
with  goods  in  process,  a  cost  system  is  found. 

Inventory  Problem.  —  Since  the  correctness  of  the  profits  of  a 
business  undertaking  depends  largely  upon  the  accuracy  with 
which  the  inventory  is  valued  as  on  the  date  of  the  Balance  Sheet, 
the  verification  of   this  asset  is  a  most  important  duty.     The 
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auditor's  problem  of  passing  intelligently  upon  the  inventory  is 
one  of  the  most  difficult  with  which  he  is  confronted,  since  at- 
tended by  many  more  difficulties  than  in  the  case  of  other  assets 
inasmuch  as,  generally,  no  book  entries  appear  showing  what 
should  be  in  hand.  Further,  it  is  a  recurring  problem  since  in 
every  audit  the  inventory  must  be  examined.  Beyond  a  doubt, 
the  accounts  dealing  with  goods  are  manipulated  for  one  purpose 
or  another  as  much  as,  if  not  far  more  than,  any  of  the  others : 

1.  Some  persons  wish  to  show  as  much  goods  on  hand  as 
possible  in  order  to  present  a  better  financial  condition 
than  otherwise  might  be  the  case. 

2.  Others,  as  those  who  have  charge  of  storerooms,  may  wish 
to  shrink  the  inventory  in  order  to  cover  personal  misap- 
propriations of  goods. 

3.  Others,  again,  feel  that  no  goods  should  be  taken  up  on  the 
books  until  they  actually  are  on  hand  ;  either  they  have  no 
knowledge  of  law  as  to  when  title  passes,  or  they  attempt 
to  manipulate  with  the  end  in  view  of  having  a  good  looking 
credit  statement.  Since  current  assets  should  be  in  the 
ratio  of  about  2  to  1,  as  compared  with  current  liabilities, 
the  omission  of  goods  items  from  among  the  assets,  as 
covered  by  invoices  on  hand  not  booked,  offset  by  the 
omission  of  a  like  amount  of  accounts  payable,  means  that 
the  current  assets  total  decreases  about  one-half  as  rapidly 
as  does  the  current  liabilities  total.  Hence,  to  secure  a  2 
to  1  ratio,  such  omissions  may  be  attempted. 

The  auditor  will  do  well,  concerning  any  inventory,  to  adopt 
a  beginning  attitude  that  the  reported  value  is  incorrect  and  in- 
flated and  take  steps  to  justify  his  contention.  Particularly 
would  this  be  true  in  style  goods,  ami  in  00  cases  out  of  100,  it  is 
apt  tu  be  true  concerning  any  other  kind  of  goods. 

A  typical  inventory  condition  is  about  as  follow-,  regardless 
of  the  undertaking  : 

1.  Current  moving  merchandise  means  a  rapid  flow  of  values 
in  and  out. 

2  The  volume  of  transactions  i-  large  so  that  current  work  is 
done  under  pressure,  every  clerk  being  so  busy  that  one 
with  evil  intentions  fears  practically  no  interferem  e  ;  hen<  e, 
manipulation-  seldom  are  dis<  overed  by  those  00  the  inside. 
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3.  Many  angles  of  the  inventory  problem  are  not  guarded  by 
internal  check. 

4.  If  stocks  are  large,  their  valuation  by  insiders  never  will  be 
conservative,  as  a  general  rule ;  hence,  the  competency  of 
the  valuers  is  a  matter  to  be  carefully  inquired  into. 

Inventory  Responsibility.  —  Practically,  an  auditor  has  no 
legal,  but  considerable  moral,  responsibility  in  respect  of  inven- 
tories. Since  only  infrequently  will  he  actually  superintend  the 
taking  of  an  inventory,  but  rarely  can  he  certify  to  the  unquali- 
fied correctness  of  the  inventory  figures ;  as  far  as  he  can  go, 
ordinarily,  is  to  apply  certain  tests  to  satisfy  himself  reasonably 
that  the  inventory  is  correct.  He  cannot  be  expected  to  verify 
the  existence  of  stock  by  actual  inspection,  and  it  is  not  his  duty 
to  do  so  except  under  particular  circumstances.  He  is  not  an 
appraiser,  and  whatever  technical  knowledge  he  may  have  of 
a  particular  concern,  as  a  rule,  is  not  sufficient  for  forming  an 
opinion  as  to  the  correct  valuation  of  the  stock.  Usually,  there- 
fore, an  auditor  cannot  verify  the  existence  of  this  asset  by  actual 
inspection  or  by  referring  to  the  books  of  account,  and  he  can- 
not make  use  of  methods  available  for  the  other  assets,  as  in- 
vestments. Hence,  his  verification  is  performed  by  passing  upon 
the  accuracy  of  the  stock  sheets  submitted  to  him. 

In  general,  to  discharge  his  moral  responsibility  properly  and, 
further,  to  assure  himself  that  the  inventory  is  reasonably  cor- 
rect, the  auditor  works  along  the  following  lines  : 

1.  He  attempts  to  determine  that  the  inventory  sheets 
represent  actual  facts  —  that  the  units  of  stock  shown  in 
the  inventory  actually  were  on  hand  on  the  date  it  was 
taken. 

2.  He  attempts  to  eliminate  from  the  inventory : 

a.  All  damaged  or  obsolete  goods,  at  least  as  to  leaving 
them  there  at  other  than  a  nominal  value 

b.  All  fictitious  items 

c.  All  goods  held  upon  consignment 

d.  All  articles  sold  and  billed  but  not  yet  shipped 

As  to  (1)  and  (2),  it  would  seem  that  only  gross  negligence 
need  be  protected  against. 

3.  He  attempts  to  ascertain  that  the  figures  used  in  pricing 
the  inventory  were : 
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a.  Correct 

b.  Cost  or  market,  whichever  is  lower. 

Only  reasonable  skill  and  ability  as  a  professional  practi- 
tioner seem  contemplated  hereunder. 

4.  He  attempts  to  assure  himself  that  all  goods  received  from 
vendors  and  included  in  the  inventory  have  had  a  cor- 
responding liability  taken  up  on  the  books  therefor. 

5.  He  attempts  to  establish  the  correctness  of : 

a.  Extensions  1  As   to  detail   sheets  and    summaries    pre- 

b.  Footings     J  pared  therefrom 

No  substantial  errors  should  exist  in  extensions  and  foot- 
ings; even  slight  negligence  hereunder  seems  reprimand- 
able.  Inventory  summaries  should  be  entered  correctly  in 
the  books. 

Further,  in  the  discharge  of  his  responsibility  in  connection 
with  inventories,  the  following  may  be  of  interest: 

1.    He  is  not  a  valuer. 

2     It  is  not  his  duty  to  take  stock. 

3.  Where  circumstances  are  not  suspicious,  he  may  rely  upon 
representations  of  responsible  officials. 

4.  He  is  not  guilty  of  negligence  if  a  certificate  is  accepted  from 
responsible  officials  as  to  inventory  values. 

The  above  point-  are  suggested  in  the  English  case  of  Kingston 
Cotton  Mill  Company  1X0.  2,  1896,  1  Ch.  331).  It  is  believed, 
however,  that  the  above  should  not  represent  the  only  duty  of 
the  auditor  hereunder;  in  addition,  it  would  seem  that  he  should 
satisfy  himself  by  a  thorough  testing  of  the  inventory  \po.^h. 

Internal  Check.  In  order  to  pa--  upon  an  inventory  intelli- 
gently, the  auditor  must  have  a  good  understanding  of  the  par- 
ticular  system  used  by  his  client,  because  it  i-  incumbent  upon 
him  to  be  exceedingly  <  ritual  in  his  examination  of  all  trans- 
actions  not  guarded  by  internal  check. 

A  proper  understanding  of  the  system  in  operation  compre- 
hends the  following  point-  : 

1.  Accounting  procedures  in  connection  with  purchasing  and 

2.  How  invoh  es  are  (  hei  ked  and  extended 

3.  How  invoices  are  pi  ind  revised 
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4.  The  routine  of  the  shipping  department  and  the  integrity 
of  the  methods  used  therein 

5.  Whether  the  invoices  and  tally  sheets  have  been  prepared 
in  regular  and  due  form  or  whether  the  procedures  in  use 
operate  toward  irregularity 

6.  Comprehension  of  all  documents  which  represent  bills  of 
lading 

Illustrative  Audit  Plan  :  Inventories.  —  A  portion  of  a  repre- 
sentative audit  plan  covering  the  item  of  inventories  may 
appear  as  under : 

Inventories  : 

a.  Count  quantities. 

b.  Scrutinize  pricing  methods :  mistakes  in  set-out ;  prices 
not  mixed  ;  cost  or  lower  (market). 

c.  Test  large  items. 

d.  Test-Check  extensions. 

e.  Test-Check  footings. 

/.  Should  inventory  be  reduced  in  value  (depreciation)  ? 

g.  Scrutinize  opening  figures  to  prove  accuracy  of  Profit  and 

Loss  Statement. 

//.  Compare  with  General  Ledger. 

i.  Have  all  items  been  paid  for,  or  vendor  properly  credited  ? 

j.  Scrutinize  purchase  invoices. 

k.  Verify  consignments-in  by  correspondence. 

/.  Consignments-out  carried  at  cost  ? 

m.  Secure  certificate  as  to  correctness. 

n.  Secure  certificate  as  to  obsolete  goods. 
0. 
P. 

Trading  Inventories.  —  Although  ordinarily,  no  attempt  is 
made  to  keep  a  perpetual  inventory  record  of  goods  on  hand,  such 
a  one  may  be  found ;  hence,  the  comments  hereon  divide  them- 
selves somewhat  along  these  lines  : 

1.  Where  no  accounting  record  is  kept  of  merchandise  on 
hand.  All  purchases  are  charged  at  cost  to  an  account,  and 
all  sales  are  credited  : 

a.  To  the  same  account,  or 

b.  To  a  separate  account  which  later  is  offset  against  the 
purchases. 
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No  effort  is  made  to  separate  the  cost  and  profit  in 
the  sales  price.  When  the  books  are  closed,  an  actual 
physical  inventory  is  compiled,  called  "taking  stock," 
by  the  client's  staff.  The  Purchases  and  Sales  ac- 
counts are  gathered  into  a  Trading  account,  the  beginning 
inventory  for  the  period  is  charged  to  this  account,  and 
the  ending  inventory  is  credited  thereto  and  charged  to  a 
new  Inventory  account.  Naturally,  therefore,  since  every 
dollar  in  value  added  to  the  inventory  affects  in  full  amount 
the  profit  or  loss  outcome  of  the  undertaking,  the  auditor  is 
justified  in  using  certain  precautions  before  accepting  the 
inventory  for  use  in  the  accounts. 
2.  When  a  perpetual  inventory  record  is  kept  of  goods  on  hand. 
Hereunder,  an  effort  is  made  to  separate  the  cost  and  profit 
in  the  selling  price.  The  cost  of  sales  is  carried  to  the  credit 
of  the  Purchases  or  Goods  account,  and  the  profit  is  carried 
to  a  nominal  profit  account. 

( tally  rarely  is  the  inventory  actually  taken  under  the  auditor's 
supervision,  and  only  infrequently  will  he  check  and  verify  each 
item  thereof.  If  he  is  not  on  hand  when  the  inventory  is  taken, 
it  might  be  absolutely  impossible  for  him  to  check  and  verify 
each  component  thereof;  inventory  items  change  continually. 
and  at  the  time  of  audit,  beyond  doubt,  will  be  changed  greatly. 
Hence,  it  is  said  that  an  auditor  is  responsible  only  for  such 
general  tests  as  may  be  made  in  the  scope  of  a  regular  audit. 

As  a  matter  of  protection,  the  auditor  should  require  a  formal 
certificate  from : 

1.  Some    responsible    officer    or  representative  under  whose 
direction  the  inventory  was  taken,  or 

2.  The  person  who  counted  and  recorded  tin-  inventory 

as  good  as  1  1  attesting  or  certifying  to  the  accuracy  and 
validity  of  the  inventory.  Ordinarily,  this  inventory 
certificate  will  be  fairly  elaborate  as  to  the  points  covered 
•nature  certifying  to  the  fau  t  thai  all 
articles  included  in  the  inventory  were  on  hand  on  the  date 
in  question,  that  obsolete  and  damaged  goods  arc  oot  in 
eluded,  thai  sold  and  billed  but  nol  ye!  shipped  are 

not  included,  that  goods  on  consignment  arc  oot  included, 
etc. 
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Upon  the  basis  of  the  inventory  summary,  the  actual  original 
lists  or  inventory  sheets  (never  copies)  should  be  scanned  and 
inspected,  and  the  following  procedures  observed  : 

1.  Prove,  or  test  thoroughly,  all  calculations,  extensions,  and 
footings.  In  this  connection,  probably  only  the  larger 
items  are  tested.  If  an  inventory  is  at  all  extensive,  it  is  a 
practical  impossibility  to  check  every  item  and  all  exten- 
sions. The  auditor  must  ascertain  how  the  extensions  have 
been  made  ;  if  hand  made  and  not  rechecked,  the  requisite 
work  is  considerably  greater  than  if  the  calculations  were 
made  by  a  machine  and  checked  back  by  machine.  In 
fact,  if  Powers  or  Hollerith  tabulating  machines  are  used, 
the  results  therefrom  usually  may  be  taken  as  correct, 
since  serious  errors  seem  remote.  In  testing  footings,  the 
auditor  may  refoot  each  column,  or  he  may  run  through  each 
column  rapidly  and  make  a  rough  comparison  with  the 
result ;  the  use  of  an  adding  machine  may  consume  more 
time  than  footing  columns  mentally. 

2.  See  that  each  sheet  is  initialed  by  the  person  or  persons 
responsible  for  it. 

3.  A  clear  understanding  (preferably  in  writing)  must  be  had 
as  to  just  how  the  inventory  was  taken,  what  prices  were 
used,  how  the  prices  were  arrived  at,  etc. 

4.  Prove  selected  items  against  bills  covering  purchases,  and 
test  same  against  published  current  market  prices  of  such 
items  in  trade  papers,  or  against  purchase  contracts  in 
existence.  The  auditor  must  be  assured  that  the  prices  are 
correct.     Mistakes  may  be  made  in  setting  down  the  prices  : 

a.  The  price  used  may  be  lower  than  it  should  have  been. 

b.  The  price  used  may  be  higher  than  it  should  have  been. 

c.  Prices  may  have  become  mixed. 

Notwithstanding  variances  in  opinion,  the  best  practice 
beyond  doubt  specifies  that  the  inventory  should  be  priced 
at  cost  unless  the  market  is  lower  than  cost,  in  which  event 
it  should  be  priced  at  market ;  further  comment  on  this 
point  is  made  in  relation  to  manufacturing  inventories  (post). 

5.  Inspect  inventory  carefully  to  guard  against  articles  obso- 
lete, shop-worn,  or  unsaleable.  Often,  such  items  are  car- 
ried year  after  year  at  cost.  The  auditor  may  be  protected 
in  this  regard  by  having  the  inventory  certificate  cover  this 
point  —  that  the  inventory  contains  no  such  material  — 
and  by  making  a  trip  of  casual  inspection  through  the  place 


AUDIT  OF  THE   ASSET  ACCOUNTS  147 

inquiring  into  anything  that  appears  to  fall  under  this 
heading,  and  exercising  keen  judgment  as  to  whether  or 
not  any  importance  should  be  attached  to  what  is  dis- 
covered. 

6.  Classes  of  goods  should  be  compared  with  the  previous 
inventory  to  determine  that  the  same  basis  of  taking  has 
been  used.  Certain  items  may  be  selected  and  their 
validity  tested  in  view  of  average  consumption  and  average 
purchase  of  such  items,  as  indicated  by  the  records  of  pre- 
vious years. 

7.  Sometimes  sales  subsequent  to  inventory  time  should  be 
scrutinized,  determining  the  margin  of  profit  involved.  If 
the  inventory  has  been  padded,  the  margin  of  profit  for 
subsequent  sales  would  be  considerably  smaller  ;  hence,  a 
clue  thus  may  be  secured  as  to  manipulation. 

8.  If  the  rate  of  gross  profit  is  fairly  stable,  as  under  normal 
conditions,  the  gross  profit  test  may  be  applied  to  prove 
the  approximate  accuracy  of  the  inventory.  This  test 
cannot  be  utilized  in  every  case,  but  may  be  found  profit- 
able in  the  majority  of  them.  The  test  is  applied  as 
follows :  Deduct  from  the  amount  of  the  opening  inven- 
tory and  the  purchases,  the  approximate  cost  value  of  the 
goods  sold  determined  on  the  basis  of  the  average  gross 
profit  to  sales  computed  for  a  term  of  years.  In  other 
words,  if  the  gross  profit  percentage  for  the  period  being 
audited  is  substantially  larger  than  the  previous  average. 
the  inventory  should  be  scrutinized  even  more  closely  than 
is  usual.  This  test  is  used  merely  as  a  feeler  or  guide,  since 
by  no  means  should  it  be  considered  as  final  and  as  ground 
for  making  accusations.  A  sharp  increase  in  prices,  as  oc- 
curred during  the  Great  War,  would  make  the  tesl  worthless. 

9.  The  inventory  at  the  beginning  of  the  period  should  be 
examined  critically  so  that  the  changes  which  have 
resulted  through  the  period's  operations  may  be  shown 
rectly.  Adjustments  due  to  improper  items  therein  con- 
tained may  not  in  whole  be  applicable  to  the  current 
period;  a  portion  of  the  amount  involved  bears  on  prior 

period-,  and.  hence,  affeets  the  surplus  dire*  tly. 

10.  Merchandise,  materials,  or  supplies  received  just  before 
inventory  taking  time  must  be  included  in  the  inventory 
and  the  offsetting  liability  be  spread  upon  the  books;  all 
sales  applicable  to  the  period  audited  should  be  a<  counted 
for  in  determining  the  inventory  balance. 
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It  is  seen,  therefore,  that  even  where  the  inventory  consists 
only  of  merchandise,  the  auditor's  problem  is  not  as  simple  as 
one  might  assume.  The  above,  however,  covers  the  major 
points  made  use  of  in  examining  this  type  of  inventory  (an 
inventory  based  entirely  upon  a  physical  taking). 

Perpetual  inventories  may  represent  a  much  easier  task  for 
the  auditor  than  where  inventories  periodically  are  taken  physi- 
cally. This  is  especially  true  where  the  written  record  is 
verified  frequently  or  where  the  verification  of  specific  items  is 
made  by  actual  count  each  time  the  stock  thereof  becomes  low. 

Under  such  conditions,  the  verification  may  simplify  itself  to 
the  following : 

1.  Make  such  tests  of  the  detail  records  as  seems  desirable. 

2.  Check  partially  or  completely  the  inventory  cards  against 
the  actual  quantities  on  hand  in  the  bins  or  on  the  shelves. 

Further,  in  applying  the  rule  of  "  cost  or  market  "  (whichever 
is  lower),  it  should  be  remembered  that  the  detail  records  them- 
selves should  not  be  adjusted,  if  adjustments  are  in  order ;  this 
would  be  entirely  impractical  since  goods  are  charged  out  at 
cost  in  order  to  determine  the  real  cost.  Subsequent  to  inven- 
tory time,  such  a  shrinkage  will  show  up  in  sales  made  at  reduced 
prices.  A  valuation  account  is  set  up,  as  Reserve  (or  Allowance) 
for  Inventory  Fluctuations  to  offset  the  controlling  account  upon 
the  Balance  Sheet,  the  contra  charge  being  to  a  non-operating 
expense  account.  The  entry  thus  made  is  reversed  at  the  begin- 
ning of  the  new  period,  disappearing  into  a  Surplus  Adjustment 
account.  The  effect  here  merely  is  to  adjust  the  inventory  for 
Balance  Sheet  purposes  without  in  any  way  touching  the  detail 
accounts  or  the  Stores  Ledger  controlling  account.  In  many 
cases,  on  certain  items  the  market  will  be  higher  than  cost, 
whereas,  on  others  it  will  be  lower.  These  do  not  offset  each 
other ;  hence,  all  items  on  which  the  market  is  lower  than 
cost  should  be  reserved  against. 

Purchase  discounts  need  not  be  considered,  except  that  the 
auditor  is  justified  in  following  the  client's  previous  practice 
relative  thereto. 

It  should  be  noticed,  however,  that  the  attitude  of  certain 
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auditors  varies  radically  from  the  above  upon  the  inventory 
question : 

1.  Some  are  satisfied  to  secure  an  inventory  certificate  of  a 
company  officer  and  then  check  out  only  the  arithmetical 
accuracy  of  the  inventory  and  the  prices. 

2.  Some  go  a  step  further  than  the  above  and  make  use  of  the 
gross  profit  test. 

However,  it  would  seem  that  the  auditor  is  decidedly  in  error  if 
he  does  not  give  as  careful  consideration  to  the  inventory  as  he 
does  to  the  cash  asset.  One  is  as  important  as  the  other,  so  far 
as  a  business  undertaking  is  concerned,  and  the  auditor  should 
make  it  his  business  to  be  shown  that  the  inventory  is  in  order 
rather  than  accept  someone's  word  as  to  its  accuracy,  even 
though  such  word  is  crystallized  in  the  form  of  the  usual  inventory 
certificate.  Frequently,  the  inventory  item  is  the  largest  current 
asset  encountered. 

The  tests  suggested  above,  though  not  of  themselves  proving 
the  correctness  of  the  stock,  should  protect  the  auditor  against 
any  negligence  charge  should  errors  or  fraud  be  encountered 
later,  provided  the  application  has  been  sufficient.  If  satisfied 
that  the  stock  is  correct,  no  reference  thereto  need  be  made  in 
the  Audit  Report ;  but  if  either  the  nature  of  the  business  or  the 
manner  in  which  stock  was  taken  is  such  that  satisfaction  is  not 
evident,  the  report  should  contain  some  protective  reference,  as 
the  fat  ts  seem  to  justify. 

Proving  Trading  Inventories  in  Total.  —  Sometimes,  it  may 
be  desirable  to  secure  a  check  figure  upon  the  ending  inventory 
a-  an  indicator  against  which  the  auditor  may  work.  This  is 
illustrated  by  the  following: 

1.  The  usual  audit  formula  may  be  stated  as  follows:  Be- 
ginning inventory  plus  purchases,  minus  cost  of  merchan- 
dise sold  or  used  and  approved  shortages,  equals  ending 
inventory. 

2.  Retail  priee  plan.      In  certain  lines  of  business,  a-  1  igar  ami 
candy  -tore-,  or  in  certain  sections  of  department   -- 
this  test  may  be  worth  while.     Briefly,  all  beginning  and 
ending  inventory  values  and  purchase  values  are  translated 
into  the  retail  pri<  e  ;    then  the  following  formula  is  applied  '. 
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Beginning  inventory  (at  sales  price)  plus  purchases  (at  sales 
price),  minus  sales  and  adjustments  (at  sales  price),  equals 
ending  inventory  (at  sales  price).  The  ending  inventory, 
having  been  verified  at  sales  price,  it  may  not  be  a  difficult 
task  to  convert  it  back  into  cost  price  for  Balance  Sheet 
purposes.  However,  if  merchandise  frequently  is  marked 
down  to  move  it,  as  for  purposes  of  special  sales,  or  if  sales 
prices  change  from  time  to  time,  the  plan  may  fail  to  be  of 
any  practical  worth. 

Manufacturing  Inventories  :    Raw  Material  or  Stores.  —  The 

inventory  of  a  manufacturing  concern  consists  of : 

i.  Raw  materials  or  stores 

2.  Unfinished  product  or  work  in  process 

3.  Finished  product  or  finished  goods 

4.  Scrap 

For  purposes  of  discussion,  these  may  be  divided  on  the  basis  of 
what  constitutes  price : 

1.  Raw  materials  or  stores 

2.  Work  in  process  and  finished  goods 

3.  Scrap 

The  prices  of  raw  materials  must  be  gone  into  thoroughly 
through  reference  to  invoices.  Since  the  price  of  every  item  in 
the  inventory  cannot  be  verified,  the  more  important  and  higher 
valued  articles  may  be  selected  and  their  cost  verified  by  com- 
parison with  recent  invoices  —  as  invoices  covering  the  last 
purchase.  Usually,  those  used  will  be  those  found  on  invoices 
covering  the  last  purchase.  However,  variations  will  be  noticed, 
about  as  follows : 

1 .  An  average  price  may  be  used  —  as  where  goods  have  been 
purchased  at  varying  prices,  and  the  stock  belonging  to  any 
one  parcel  cannot  be  distinguished  from  that  belonging  to 
another. 

2.  Freight  and  cartage  inward  may  be  included  in  price. 

3.  Arbitrary  prices  may  be  used  : 

a.  Without  regard  to  judgment. 

b.  With  regard  to  the  judgment  of  some  person  who  is 
intelligent,  and  who  is  consistent,  careful,  and  conservative 
in  fixing  prices. 
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The  auditor  may  or  may  not  accept  the  values  as  set  ;  if  conserv- 
ative, and  if  the  price  setter  seems  to  be  consistent,  careful,  and 
conservative,  he  may  pass  the  matter  with  safety. 

The  raw  material  inventory  may  be  tested  by  practically  the 
same  principles  mentioned  above  relative  to  trading  inventories 
because,  if  inventories  are  considered  with  regard  to  prices,  these 
two  kinds  seem  to  fall  under  the  same  grouping. 

If  the  accounting  system  provides  for  a  perpetual  or  book 
record,  this  latter  supplies  a  basis  for  the  inventory  figures.  In 
a  manufacturing  undertaking,  a  book  inventory  is  operated  in 
connection  with  a  cost  system ;  in  a  trading  concern,  a  perpetual 
inventory  is  not  in  the  usual  order  of  things.  The  audit  con- 
templates merely : 

i.   Test  submitted  figures  against  the  book  records. 

2.    Determine  how  often  each  year  the  book  figures  have  been 

tested  by  physical  inventories  : 

</.   Such  test  should  be  made  at  least  twice  a  year. 

b.  The  extent  of  the  discovered  discrepancies  should  be 
known. 

c.  The  adjustments  that  have  been  made  in  the  figures 
should  be  determined. 

If  such  tests  have  not  been  made,  an  inventory  based  entirely 
upon  book  records  should  be  accepted  cautiously,  since  experience 
demonstrates  that  many  marked  discrepancies  are  to  be  found 
in  every  case.  Differences  constantly  are  found  to  exist  but 
Hess  of  legitimate  cause,  they  should  not  exceed  ;i  certain 
percentage  arrived  at  through  experience.  The  reason  for  any 
material  difference  should  be  traced,  since  if  the  actual  stock  i- 
less  than  the  booked  amount,  the  difference  may  be  caused  by 
irregularities.  In  any  event,  book  figures  must  be  adjusted  t<. 
at  tual. 

In  certain  manufacturing  establishments  where  from  time  t-> 
time  in  the  different  stages  of  manufacture  tin-  stock  becomes 
exhausted,  both  at  the  production  point  and  in  the  storeroom, 
the  inventory  may  1><-  -  be<  ked  out  quit  kly  and  accurately.  Ea<  li 
time  an  exhaustion  occurs,  the  going  inventory  is  corrected,  ii 
Deed  be.  Hence,  in  proving  the  inventories  .it  the  end  of  the 
I  it  i-  necessary  only  to  trace  purchases  and  production 
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from  the  date  the  last  exhaustion  occurred.  Likewise,  by  the 
same  means,  the  beginning  inventory  can  be  checked  out  ac- 
curately.    Some  auditors  call  this  a  "  cut-off  "  inventory. 

Materials  and  supplies  received  just  prior  to  inventory-taking 
time  must  be  included  in  the  inventory  and  the  offsetting  liability 
booked. 

Goods  in  transit  must  be  examined  carefully  as  to : 

i.  Invoice  dates 

2.  Vendors 

3.  Description  (in  detail,  as  to  items,  grade,  quantities,  unit 
price,  etc.) 

4.  Payments  on  account 

5.  Market  quotations 

6.  Etc. 

Perhaps  at  the  time  of  audit,  vouchers  to  cover  will  have  been 
paid ;  these  should  be  checked  against  correspondence,  and  their 
dates  should  be  noted  as  being  prior  to  the  close  of  the  audited 
period.  Again,  the  receiving  tickets  subsequent  to  the  period's 
close  should  be  examined  to  trace  the  incomings,  and  the  inven- 
tory cards  should  be  scrutinized  for  the  same  purpose.  Expenses, 
other  than  invoice  cost,  related  to  in  transit  goods,  should  be 
carried  separately  upon  the  Balance  Sheet. 

Existing  purchase  contracts,  when  of  considerable  amounts, 
or  where  the  market  is  now  down  should  be  commented  upon 
in  the  working  papers,  after  careful  examination.  Full  particu- 
lars thereof  should  be  schedulized.  Where  partial  deliveries  have 
been  made,  a  correspondence  confirmation  seems  in  order.  Where 
advances  have  been  made  on  purchase  contracts,  their  amount 
seems  properly  to  be  included  as  a  separate  item  under  inventories. 

Manufacturing  Inventories  :  Work  in  Process  and  Finished 
Goods.  —  The  principle  that  only  the  cost  of  materials,  labor, 
and  factory  overhead  should  be  considered  in  valuing  the  work 
in  process  applies  with  equal  force  to  the  inventory  of  finished 
goods.  Hence,  the  principles  mentioned  below  seem  to  require 
but  scant  separation  in  their  application  to  both  classes  of  goods. 
Nevertheless,  unless  the  junior  assistant  is  under  constant  su- 
pervision, the  in-charge  accountant  should  do  most  of  the  work 
hereunder. 
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The  inventory  values  should  contain  nothing  but  actual  cost 
as  above  suggested  —  materials,  labor,  and  a  proportionate 
amount  of  factory  overhead.  Since  the  selling  and  general 
administrative  expenses  are  not  part  of  the  factory  overhead, 
under  no  condition,  in  general,  should  they  be  included  in  the 
inventory  values  of  these  two  classes  of  goods.  Again,  only  in- 
frequently will  the  finished  goods  inventory  be  carried  at  selling 
prices ;  if  so,  the  anticipated  profit  requires  elimination. 

Basically,  the  problem  confronting  the  auditor  is  to  determine 
how  these  goods  have  been  priced  and  whether  this  basis  is  logi- 
cal. If  a  cost  system  is  in  use,  the  auditor's  problem  is  simplified 
somewhat  as  he  has  something  definite  against  which  to  test 
prices.  However,  as  a  general  rule,  only  where  the  cost  records 
articulate  with  the  general  records  can  costs  be  definitely  proved 
•  >rrect. 

The  goods  must  be  separated  as  to  departments  or  as  to  stages 
of  completion  in  which  the  goods  were  found  at  the  time  of 
inventory  taking,  and  the  following  determined  : 

i.  Material  used  up  to  the  point  where  the  inventory  was 
taken 

2.  Labor  used  up  to  the  point  where  the  inventory  was  taken 

3.  Overhead  applied  stage  by  stage  on  a  percentage  basis 

All  the  goods  in  the  various  stages  of  completion  are  tabulated 
by  units  as  of  the  inventory  date,  sharp  lines  being  drawn  as 
between  such  stages  of  completion;  then  the  material  that  has 
entered  into  the  product  is  calculated  for  each  stage.  This  con- 
templates  the  foil. .wing: 

1.  The  material  cost  per  unit  is  determined  from  either  tin- 
cost  system  or  from  reference  to  invoices.  In  the  latter 
event,  this  determination  proceeds  about  as  follows: 

\  Study  is  made  to  determine  how  mueh  material  was 
necessary  to  make  a  given  number  of  unit-. 

b.  On  the  basis  of  the  selected  price  the  cost  of  tins  given 

number  of  units  is  ascertained,  and  the  cost  per  unit. 

2.  The  number  of  unit-  found  in  the  inventory  multiplied  by 
such  unit  cost  produces  the  material  cost  for  each  such 
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The  labor  cost  for  each  stage  is  calculated  in  a  similar  manner. 
If  cost  records  or  bills  of  prices  are  not  available,  the  labor  cost 
may  be  determined  by  running  a  study  similar  to  the  above. 

The  overhead  charge  is  difficult  to  criticize  ;  it  should  be  reason- 
able in  any  event.  It  may  or  may  not  have  been  computed 
scientifically.  If  an  apparent  arbitrary  percentage  is  used,  the 
auditor  should  question  the  underlying  reason  therefor  as  against 
the  use  of  a  different  percentage. 

The  operation  of  a  good  cost  system  simplifies  the  verification 
of  the  inventory  of  a  manufacturing  establishment.  Records 
are  available  in  the  cost  department  which  should  agree  closely 
with  the  inventories  of  goods  in  process  and  finished  goods ; 
further,  The  Stores  Records'  balances  should  agree  closely  with 
the  physical  inventories.  This  agreement  may  be  determined 
first  by  a  scrutiny  of  the  controlling  accounts  for  stores,  goods 
in  process,  and  finished  goods,  before  examining  the  accounts  in 
detail.  Hence,  a  thorough  scrutiny  of  the  system  of  accounting 
for  stores  and  stock  and  of  the  cost  system  is  in  order  if  the 
auditor  expects  to  pass  intelligently  upon  the  validity  of  the 
inventory. 

After  the  auditor  has  become  acquainted  with  the  general 
method  of  cost  determination  in  use,  production  orders  should 
be  examined  and  tested.  A  number  of  them  should  be  traced 
through  to  point  of  completion  to  determine  how  large  the  ad- 
justments are  thereon.  Ignorance  of  this  step  prevents  the 
auditor  from  forming  an  approximately  accurate  valuation  of 
both  the  in  process  and  finished  stock  inventories.  In  other 
words,  the  burden  item  must  be  carefully  analyzed.  Not  only 
must  all  applicable  burden  be  included  and  be  distributed 
properly,  but  it  seems  desirable  to  have  the  applicable  burden  not 
contain  such  elements  as  interest,  selling  expenses,  and  general 
and  administrative  expenses. 

It  would  seem  that  the  value  taken,  in  no  event,  should 
exceed  the  price  at  which  similar  goods  may  be  purchased  in  the 
market ;  where  actual  production  cost  exceeds  the  market  of 
similar  goods  valuations  may  be  made  at  the  lower  level.  Such 
conditions  are  encountered  frequently  when  a  business  is  new, 
or  when  a  plant  is  not  working  at  normal  capacity. 

The  finished  product  inventory  must  be  scrutinized  carefully 
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for  obsolete  items,  and  for  items  the  value  of  which  is  doubtful, 
in  order  to  be  protected  against  an  overstatement  of  the  inven- 
tory value  thereof. 

Stock  cards  which  are  inactive  should  not  be  passed  over 
lightly. 

Again,  the  beginning  inventory  should  be  examined  closely  so 
that  the  changes  which  have  occurred  as  the  result  of  the  period's 
operations  may  be  shown  correctly.  If  improper  items  are 
contained  in  the  beginning  inventory,  the  entire  charge-off  of 
such  items  ought  not  to  be  made  in  the  current  period  inasmuch 
as  a  portion  applies  to  prior  periods  with  the  result  that  the 
Surplus  account  is  affected  directly. 

All  sales  applicable  to  the  period  audited  should  be  accounted 
for  in  determining  the  inventory  balance.  This  may  be  done 
by  checking  the  customers'  billings  at  the  close  of  the  period 
under  review  against  the  shipping  records.  Even  if  not  shipped, 
such  goods  must  be  excluded  from  the  inventory. 

Where  sales  contracts  are  found  calling  for  the  sale  of  large 
quantities  of  goods  at  a  special  price,  such  contract  price  should 
be  checked  against  the  cost  of  producing  these  goods.  Naturally, 
the  sales  price  hereunder  (adjusted  for  cash  discounts)  should 
be  more  than  equal  to  the  cost  of  production.  Where  Losses  will 
result  because  of  this  practice,  they  should  be  estimated  and 
comment  thereon  provided  for  in  the  Audit  Report. 

Many  of  the  points  referred  to  in  other  sections  as  prices, 
footings,  extensions,  goods  in  transit,  certificates,  etc,  should 
be  kept  in  mind  in  connection  with  verifying  the  finished  product. 

The  inventory  problem,  when-  the  primary  value  of  raw  ma- 
terial- becomes  mixed  with  labor  and  expense  items,  is  decidedly 
complex,  and  even  where  a  perpetual  inventory  system  is  in 
operation,  this  complexity  may  not  be  reduced  because  ol  the 
eomplu  ated  1  h.ir.u  ter  of  some  of  the  transactions 

Where  finished  stock  has  been  purchased,  the  verification 
follow-  the  lines  indicated  for  examining  raw  material-.  The 
same  would  be  true  of  purchased  part-. 

Proving    Manufacturing   Inventories   in   Total. 
it  may  be  de-iral>le  to  -eeure  a  <heck  figure  upon  the  ending  in- 
ventories of  raw  material,  work  in  process,  and  finished  g 

D  indicator  against  which  the  auditor  may  wrk.     The  idea 
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hereunder  is  to  verify  quantities  in  accordance  with  a  plan  which 
may  be  considered  as  a  formula.  The  formula  to  be  used  varies 
as  to  components  depending  upon  which  class  of  goods  is  involved, 
and  its  accuracy  contemplates  a  correct  beginning  inventory 
(and  in  the  case  of  raw  materials,  also  the  establishment  of  the 
correctness  of  the  purchases).  This  formula  may  be  illustrated 
as  follows : 

Beginning  inventory  (by  quantities)  plus  purchases  (by  quantities), 
minus  sales  (by  quantities),  equals  ending  inventory  (by  quantities). 

In  general,  a  separate  verification  for  each  amount  and  sale  of 
goods  must  be  made. 

The  same  idea  may  be  applied  especially  in  an  undertaking  in 
which  production  is  in  accord  with  a  formula,  where  the  auditor 
is  satisfied  that  the  beginning  inventory  and  purchases  are  in 
order.  The  total  of  each  class  of  product  sold  is  multiplied  by 
the  formula  for  each  class  and  the  production  proved  by  means 
of  material  requisitions.  The  formula  applicable  may  be  il- 
lustrated as  follows : 

Raw  material  beginning  inventory  (by  quantities  of  each  class  of  raw 
material),  plus  purchases  (by  quantities  of  each  class  of  raw  material), 
minus  sales  (by  quantities  of  each  class,  based  on  formula)  —  goods  in 
process  at  end  of  period  (requisitions  for  uncompleted  production)  — 
finished  goods  at  end  of  period  (materials  therein  per  formula),  equals  raw 
material  ending  inventory  (by  classes). 

If  the  raw  material  inventory  proves,  the  correctness  of  the 
in  process  and  finished  goods  inventories  is  established.  If  the 
raw  material  inventory  does  not  prove,  something  is  in  error 
concerning : 

1.  The  inventory  of  raw  material 

2.  The  inventory  of  goods  in  process 

3.  The  inventory  of  finished  goods 

4.  Sales 

5.  Formula 

6.  Beginning  inventory 

Manufacturing  Inventories  :  Scrap.  —  The  inventory  of  scrap 
should  be  separated  into  its  material  components  so  that  each 
amount  may  be  priced  at  market  price  thereof.     Ordinarily, 
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scrap  always  is  overvalued,  and  if  the  quantity  is  considerable, 
the  auditor  should  hesitate  about  accepting  the  values  thereof 

as  handed  to  him. 

Supervising  the  Taking  of  an  Inventory.  If  it  falls  upon  the 
auditor  either  to  be  present  when  an  inventory  is  taken  so  as  to 
supervise  such,  or  to  suggest  plans  for  taking  the  inventory,  he 
should  be  most  careful  in  being  thorough.  Thoroughness  will 
not  result  unless  first  he  has  gone  over  the  ground  and  examined 
the  case  carefully.  If  he  is  to  be  present,  it  is  necessary  for  him 
to  arrange  his  time  to  suit  the  client,  not  himself;  in  fact,  in 
certain  enterprises,  the  inventory  must  be  taken  after  regular 
hours,  perhaps  at  night.  In  taking  an  inventory,  boxes  and  1 
should  be  opened  and  the  contents  inspe<  ted  so  that  the  auditor 
will  not  be  guilty  of  accepting  empty  containers  as  being  full  ; 
but  in  this  particular,  unnecessary  work  for  the  client  should  be 
avoided.  The  auditor  ought  to  secure  a  first-hand  voucher  for 
the  count  from  those  who  actually  made  it  under  his  direction  ; 
further,  this  first  count  should  be  verified  by  a  second  one  made 
by  persons  different  from  those  who  made  tin-  fir>t  one.  -. >  as  to 
make  collusion  impossible.  If  he  takes  the  inventory  himself 
or  supervises  the  taking,  the  auditor  can  feel  fairly  safe  in  grant- 
ing an  unqualified  certificate,  since  the  risks  he  takes  are  few, 
if  any. 

If  the  auditor  takes  the  inventory,  he  can  prove  the  following 
satisfactorily  : 

1.  F.nding  inventory 

2.  Beginning  inventory 

"'    ,,'      ,       .       .Prove  through  (1)  and  (2) 
4.    Production] 

In  this  connection,  tin-  following  formulae  are  available : 

titling  Inventory   [Oiumti:  turer. 

Inventory  at  end  of  period   (actual   by  <  Lasses)   plus  sales  in  |>n><< 
finished  goods  inventory  during  period  (by  classes),  minus  purchases  during 
period  juals  inventory  at  beginning  of  period. 

In  Process  Beginnit 

Inventory  at  end  of  period  (actual)  /•  mpleted  during 

period,  mono  total  prodtl  tS  during  [>eri«>  :  .it  he 

ginning  of  period. 
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Finished  Goods  Beginning  Inventory  {Quantities)  Manufacturer 

Inventory  at  end  of  period  (actual  by  classes)  plus  sales  during  period  (by 
classes),  minus  finished  goods  produced  during  period,  equals  inventory  at 
beginning  of  period. 

Production  During  Period  {Amounts) 

Sales  of  finished  goods  during  period  (cost)  plus  inventory  at  end  of  period, 
minus  inventory  at  beginning  of  period,  equals  production  during  period. 

Sales  During  Period  {Amount) 

Production  during  year,  plus  inventory  finished  goods  beginning  of  period, 
minus  inventory  finished  goods  end  of  period,  equals  sales  during  period. 

Ordinarily,  however,  the  auditor  has  nothing  to  do  with  the 
count  or  the  plan  for  the  inventory,  and  will  have  to  accept  a 
certificate  concerning  the  count. 

Holding  and  Subsidiary  Company  Inventories.  —  Hereunder, 
one  company  frequently  bills  another  at  regular  sales  prices, 
which  means  that  an  element  of  intercompany  profit  arises  which 
as  yet  has  not  been  actually  realized.  Hence,  in  consolidated 
statements,  covering  the  transactions  of  a  group  of  companies 
as  a  whole,  all  intercompany  profit  must  be  eliminated  so  that 
the  inventories,  wherever  they  happen  to  be  located,  may  be 
stated  at  cost. 

Again,  hereunder,  the  inventory  problem  is  complex  in  its 
nature. 

Auditing  the  Inventory  :  Federal  Reserve  Suggestions.  —  The 
following  is  taken  from  the  Federal  Reserve  Bulletin  : 

"Under  this  caption  (inventories)  must  be  included  only  stocks  of  goods 
owned  and  under  control  of  the  owner.  Stocks  are  often  hypothecated  and 
if  this  is  the  case  the  fact  should  be  stated  on  the  Balance  Sheet. 

"Inasmuch  as  the  accuracy  of  the  Profit  and  Loss  account  is  absolutely 
dependent  upon  the  accuracy  of  the  inventories  of  merchandise  at  the  be- 
ginning and  end  of  the  period  under  review,  this  part  of  the  verification 
should  receive  special  attention.  When  a  Balance  Sheet  audit  is  being  made 
for  the  first  time,  the  inventory  at  the  beginning  of  the  period  should  receive 
as  much  attention  as  that  at  the  end,  and  the  auditor  should  take  every  pre- 
caution to  satisfy  himself  that  both  inventories  were  taken  on  the  same  basis. 

"An  acceptable  program  of  audit  for  inventories  is  as  follows: 

"  (i)  Secure  the  original  stock  sheets  if  they  are  in  existence  and  carefully 
test  the  typewritten  copies  with  them  and  with  tickets,  cards,  or 
other  memoranda  that  show  the  original  count. 
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"(2)  See  that  the  sheets  are  certified  to  or  initialed  by  the  persons  who 
took  the  stock,  made  the  calculations  and  footings,  and  fixed  the 
prices,  and  satisfy  yourself  that  they  are  dependable  and  responsible 
persons.  Obtain  a  clear  and  detailed  statement  in  writing  as  to  the 
method  followed  in  taking  stock  and  pricing  it  ;  also  a  certificate 
from  a  responsible  head  as  to  the  accuracy  of  the  inventor) 
whole. 

"  (3)  A  thorough  test  of  the  accuracy  of  the  footings  and  extensions  should 
be  made,  especially  of  all  large  items. 

"(4)  The  inventories  should  be  compared  with  the  stores  ledger,  work 
in  progress  ledgers  and  finished  product  records  and  stock  records 
as  to  quantities,  prices  and  values,  and  any  material  discrepancy 
should  be  thoroughly  traced. 

"(5)  Where  stock  records  are  kept  and  no  physical  inventory  is  taken 
at  the  time  of  the  audit,  ascertain  when  the  last  physical  inventory 
was  taken  and  compare  it  with  the  book  records.  If  no  recent 
comparison  is  possible,  select  a  few  book  items  of  importance  and 
personally  compare  with  the  actual  stock  on  hand. 

"(6)  Where  no  stock  records  are  kept,  a  physical  inventory  should  be 
taken  preferably  under  the  general  direction  of  the  auditor.  After 
the  inventory  is  completed,  he  should  apply  the  same  tests  to  verify 
its  accuracy  as  if  the  inventory  had  been  taken  before  his  arrival 
on  the  scene. 

"(7)  When  the  cost  system  of  a  company  does  not  form  a  part  of  the 
financial  accounting  scheme  there  is  always  a  chance  that  orders 
might  be  completed  and  billed,  but  not  taken  out  of  the  work  in 
progress  records.  Especially  is  this  the  case  when  reliance  is  placed 
on  such  records  to  the  extent  that  a  physical  inventory  is  not  taken 
at  the  end  of  the  period  to  verify  the  information  shown  therein. 
In  these  cases  the  sales  for  the  month  preceding  the  close  of  the 
fiscal  period  should  be  carefully  compared  with  the  orders  in  progress 
as  shown  by  the  inventory,  to  see  that  nothing  that  has  been  shipped 
is  included  in  the  inventory  in  error.  Cost  systems  which  are  not 
coordinated  with  the  financial  accounts  are  unreliable  and  fre- 
quently misleading.  Special  attention  should  be  called  to  every 
e  in  which  the  cost  system  is  not  adequately  ducked  by  the 
results  of  the  financial  accounting. 

"(8)  Ascertain  that  purchase  invoices  for  all  stock  included  in  the-  in- 
ventory have  beeli  entered  on  the  book-.  Look  lor  post  dated 
invoices  and  give  special  attention  to  goods  in  transit. 

"(9)  See  that  nothing  is  included  in  the  inventory  which  is  not  owned 
but  is  on  consignment  from  others.  If  goods  consigned  to  others 
ait  included,  see  that  COSl  prii  es  are  placed  thereon,  less  a  proper 
allowance  for  loss,  damage,  <>r  expenses  of  possible  subsequent 
return.  This  dots  not  include  goods  at  branches,  as  the  valuing 
of  such  stocks  will  be  governed  by  the  same  principles  as  appl)  at 
the  head  offie  e. 

"(10)   Ascertain  that  nothing  is  included   which  1  ad  billed, 

and  is  simply  awaiting  shipment. 
If  duties,  freight,  insurance,  and  other  direct 
added,  test  them  to  .i-.  ertain  that  do  error  has  | 

and  freight  are  legitimate  additions  to  tip  .  but 
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no  other  items  should  be  added  except  under  unusual  circum- 
stances. 

"(12)  As  a  check  against  obsolete  or  damaged  stock  being  carried  in  the 
inventory  at  an  excessive  valuation,  the  detailed  records  for  stores, 
supplies,  work  in  progress,  finished  products,  and  purchased  stock 
in  trade,  should  be  examined  and  a  list  prepared  of  inactive  stock 
accounts,  which  should  be  discussed  with  the  company's  officials 
and  satisfactory  explanations  obtained. 

"  (13)  The  auditor  should  satisfy  himself  that  inventories  are  stated  at 
cost  or  market  prices,  whichever  are  the  lower  at  the  date  of  the 
Balance  Sheet.  No  inventory  must  be  passed  which  has  been 
marked  up  to  market  prices  and  a  profit  assumed  that  is  not  and 
may  never  be  realized.  If  the  market  is  higher  than  cost,  it  is 
permissible  to  state  that  fact  in  a  footnote  on  the  Balance  Sheet. 

"  (14)  It  may  be  found  that  inventories  are  valued  at  the  average  prices 
of  raw  materials  and  supplies  on  hand  at  the  end  of  the  period.  In 
such  cases  the  averages  should  be  compared  with  the  latest  in- 
voices in  order  to  verify  the  fact  that  they  are  not  in  excess  of  the 
latest  prices,  and  also  with  the  trade  papers,  when  market  prices 
are  used,  to  see  that  they  are  not  in  excess  of  market  values.  ' 

"(15)  Make  an  independent  inspection  of  the  inventory  sheets  to  deter- 
mine whether  or  not  the  quantities  are  reasonable,  and  whether 
they  accord  in  particular  instances  with  the  average  consumption 
and  average  purchases  over  a  fixed  period.  Abnormally  large 
quantities  of  stock  on  hand  may  be  the  legitimate  result  of  shrewd 
foresight  in  buying  in  a  low  market,  but  may,  on  the  other  hand, 
arise  from  serious  errors  in  stock  taking. 

"(16)  Always  attempt  to  check  the  totals  by  the  'gross  profit  test'  and 
compare  the  percentage  of  gross  profit  shown  with  that  of  previous 
years.  In  a  business  where  the  average  gross  profit  remains  fairly 
constant  this  test  is  a  dependable  one,  because,  if  the  rate  of  gross 
profit  is  apparently  not  maintained  and  the  discrepancy  cannot 
be  satisfactorily  accounted  for  by  a  rise  or  fall  in  the  cost  of  pro- 
duction or  of  the  selling  price,  the  difference  will  usually  be  due 
to  errors  in  stock  taking. 

"(17)  In  verifying  the  prices  at  which  the  work  in  progress  is  included 
in  the  inventory,  a  general  examination  and  test  of  the  cost  system 
in  force  is  the  best  means  of  doing  the  work  satisfactorily.  In  a 
good  cost  system  little  difficulty  will  be  found  with  the  distribution 
of  the  raw  materials,  stores,  and  payroll,  but  the  distribution  of 
factory  overhead  cost  is  one  that  should  receive  careful  considera- 
tion, the  main  points  to  be  kept  in  view  being : 

(a)  That  no  selling  expenses,  interest  charges,  or  administrative 
expenses  are  included  in  the  factory  overhead  cost. 

(b)  That  the  factory  overhead  cost  is  distributed  over  the  various 
departments,  shops,  and  commodities  on  a  fair  and  equitable 
basis. 

"(18)  No  profit  should  be  included  in  the  price  of  finished  products  or 
stock-in-trade.  The  price  list  should  be  examined  to  see  that  the 
cost  prices  of  stock  are  below  the  selling  prices  after  allowing  for 
trade  discounts,  and,  if  they  are  not,  a  reserve  should  be  set  up  on 
the  Balance  Sheet  for  this  loss.     If  the  company  takes  immediate 
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steps  to  increase  the  selling  price,  however,  the  amount  of  this 
reserve  may  be  limited  to  the  loss  on  goods  which  may  have  been 
sold  since  the  close  of  the  period  to  the  date  of  the  discovery. 

"(19)  In  the  case  of  companies  manufacturing  large  contracts  it  is  fre- 
quently found  necessary  to  make  partial  shipments  thereof.  The 
question  then  arises  as  to  whether  it  is  permissible  to  include  the 
profits  on  these  partial  shipments  in  the  Profit  and  Loss  account. 
As  a  matter  of  fact,  it  is  evident  that  the  actual  cost  cannot  be 
known  until  the  order  is  completed.  It  may  be  estimated  that  a 
profit  will  ultimately  be  made,  yet  unforeseen  conditions,  such  as 
strikes,  delays  in  receiving  material,  etc.,  may  arise  to  increase  the 
estimated  cost.  It  is  better  not  to  include  the  profits  on  partial 
shipments,  but  information  of  this  character  which  may  have  its 
influence  in  the  decision  of  the  banker  upon  a  proposed  loan  may 
properly  be  laid  before  him.  Of  course,  an  exception  should  be 
made  in  cases  where  the  profit  on  the  partial  shipments  largely 

eds  the  selling  price  of  the  balance  of  the  order. 
The  selling  prices  for  contract  work  in  progress  should  be  ascer- 
tained from  the  contracts,  ami  where  it  is  apparent  that  there  will 
be  a  loss  on  the  completed  contract  a  due  proportion  of  the  esti- 
mated loss  should  be  charged  to  the  period  under  audit  by  :^etting 
up  a  reserve  for  losses  on  contracts  in  progre>s. 
If  a  company  has  discontinued  the  manufacture  of  any  of  its 
products  during  the  year,  the  inventory  of  such  products  should  be 
carefully  scrutinized  and,  if  unsalable,  the  amount  should  be  written 
off. 

"(22)  The  inventory  should  be  scrutinized  to  see  that  no  machinery 
or  other  material  that  has  been  charged  to  plant  or  property  account 
is  included  therein. 

"  (23)  Partial  deliveries  received  on  account  of  purchase  contracts  for 
material,  etc.,  should  be  verified  by  certificates  from  the  con- 
tractors, both  as  to  quantities  and  prices. 

ranee  payments  on  account  of  purchase  contracts  for  future 
deliveries  should  never  appear  in  an  inventory,  but  be  shown  on 
the  Balance  Sheet  under  a  separate  heading. 

"(25)  Trade  discounts  should  be  deducted  from  inventory  prices,  but 
it  is  not  customary  to  deduct  cash  discounts.  However,  this  may 
be  done  when  it  is  the  trade  practice  so  to  do. 

"(26)  While  the  inventory  is  being  verified,  the  auditor  should  ascertain 
the  aggregate  sales  lor  the  last  year.  If  tin-  turnover  has  not  been 
rapid,  it  may  be  due  to  a  poor  >tock  of  goods.  Some  business  men 
dislike  to  -ell  below  COSl  and  would  rather  accumulate  a  big  stock 
of  old  goods  than  dispose  of  the  old  and  unseasonable  stock  at  a 
sacrifice.  The  usual  outcome  is  that  the  stock  becomes  unwieldy 
and  funds  are  lacking  to  purchase  new  goods.  The  inventory  and 
gross  sales  may,  therefore,  have  a  direct  connection. 

"(27)   It  may  be  well  to  reiterate  that  interest,  selling  S,  and  ad- 

ministrative expenses  form  no  part  of  the  mst  of  production,  and 
therefore  should  not  be  included  in  the  inventory  in  any  shape." 


CHAPTER   IX 

AUDIT  OF   THE  ASSET  ACCOUNTS    (Continued) 
LAND;    BUILDINGS 

Fixed  Assets.  —  After  completion  of  the  work  upon  the  in- 
ventories, each  Balance  Sheet  account  remaining  upon  the  Trial 
Balance  should  be  scrutinized,  each  in  turn  being  thoroughly- 
analyzed  in  accordance  with  the  existing  circumstances.  The 
first  group  encountered,  upon  which  work  is  to  be  done,  un- 
doubtedly is  that  of  the  fixed  assets. 

Fixed  assets  are  to  be  valued  upon  the  basis  of  cost  and,  if 
any  are  of  a  wasting  nature,  the  original  cost  usually  should  be 
written  off  to  revenue  by  means  of  depreciation  over  the  period 
of  the  estimated  working  life  of  such  asset.  On  any  interim 
date,  therefore,  the  fixed  assets  should  appear  in  the  Balance 
Sheet  at  cost  less  depreciation  (if  any)  to  date,  this  representing 
present  value  to  the  particular  enterprise  as  a  going  concern  — 
value  to  the  business  proprietors. 

Current  market  value  and  break-up  are  disregarded,  inasmuch 
as  these  have  no  effect  upon  the  assets'  working  lives.  Current 
market  value  comprehends  value  realized  if  sold  in  the  open 
market ;  break-up  value  represents  forced  realization  worth 
as  where  the  business  is  closed  down.  Fixed  assets,  as  con- 
templated by  an  auditor,  should  be  considered  from  the  view- 
point of  their  value  to  the  business'  proprietor  —  upon  their 
ability  to  earn  profits. 

In  view  of  the  above,  such  Balance  Sheet  values  are  somewhat 
hypothetical ;  inasmuch  as  the  working  life  period  of  a  fixed 
asset  cannot  be  calculated  with  absolute  accuracy,  the  possi- 
bility of  error  exists  in  determining  asset  values.  Should  errors 
occur,  the  profit  or  loss  is  affected  at  once.  On  the  other  hand, 
fluctuations  in  market  value  do  not  affect  the  proprietor  except 
at  the  end  of  an  asset's  life ;  then,  upon  replacement,  the  cost 
of  the  new  asset  may  be  more  or  less  than  the  cost  of  the  original. 
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Aside  from  this  possibility,  market  fluctuations  are  immaterial 
since  they  will  not  increase  or  decrease  the  length  of  the  period 
during  which  such  assets  will  earn  profits;  provided  the  origi- 
nal cost  (less  scrap)  is  written  off  during  such  period,  the  results 
shown  by  the  accounts  have  been,  practically,  correct.  Under  a 
forced  realization,  undoubtedly  heavy  losses  would  be  suffered, 
but  it  is  not  reasonable  to  anticipate  them  before  calculating 
current  profits. 

The  various  fixed  assets  of  land,  buildings,  machinery,  equip- 
ment, furniture  and  fixtures,  etc.,  should  be  examined  carefully, 
and  detailed  schedules  prepared  therefrom  so  that  the  components 
of  each  may  be  kept  clearly  in  mind  as  the  work  proceeds.  Fur- 
ther, it  seems  necessary  to  bear  in  mind  continually  the  funda- 
mental distinctions  underlying  the  apportionment  of  expenditures 
between  capital  and  revenue. 

Whatever  analyses  are  made  of  the  cost  of  properties,  and 
regardless  of  what  may  be  the  accounts  used  to  cover,  the  working 
schedules  prepared  should  enable  the  auditor  in  charge,  and  his 
office,  to  grasp  the  entire  situation  quickly  —  as  to  opening 
balances,  additions,  deductions,  and  ending  balances;  the  latter, 
naturally,  should  agree  with  the  amount  or  amounts  to  appear 
in  the  adjusted  Balance  Sheet.  In  some  instances,  considerable 
detail  work  is  necessary  to  secure  the  desired  facts;  in  other 
5,  the  detail  may  be  only  a  minimum  amount. 

In  general,  regardless  of  whether  a  Balance  Sheet  or  detailed 
audit  is  contemplated,  it  seems  that  the  auditor,  in  the  present 
instance,  is  confronted  with  the  same  problem.  Nol  being  an 
appraiser,  an  operative  acting  in  his  capacity  as  auditor  must 
proceed  more  or  less  indirectly  in  his  verification.  His  work  in 
this  connection  may  be  summarized  as  under: 

1.  Account  analyses 

2.  Exclusion  or  elimination  of  expenses  which  have  been  capi- 
talized in  error 

3.  Careful  scrutiny  of  the  character  of  all  credits  to  these 
accounts 

4.  Determination  of  the  reasonableness  of  the  balani  e  in  1 

ount 

5.  Inspection  of  th<  themseh  1 
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6.  Determining  who  actually  possesses  title  to  the  assets  in 
question 

7.  The  hypothecations  or  pledges  existing  against  properties 

The  end  in  view  is  to  determine  the  facts  of  the  case.  If 
the  books  are  found  not  to  reflect  facts,  it  is  the  auditor's 
problem  to  locate  the  particulars  in  which  they  are  in  error. 

In  the  verification  of  properties,  the  procedure  under  a  first 
audit  and  under  a  recurring  assignment  cannot  well  be  the  same. 
In  the  first  instance,  a  too  complete  analysis  of  property  costs 
seems  impossible,  yet  whatever  is  done  should  be  consistent  with 
the  fee  involved.  In  a  first  audit,  it  is  desirable  to  secure  an 
analysis  from  the  very  beginning,  unless  a  cut-off  place  somewhere 
in  the  past  has  been  agreed  upon  as  the  point  from  which  to  start. 

Again,  in  a  first  audit,  a  general  certificate  is  desirable  from 
someone  in  authority,  or  from  the  concern's  attorney,  stating  that 
property  titles  are  in  order  and  that  encumbrances  do  not  exist. 
The  securement  of  such  a  certificate,  however,  does  not  necessarily 
seem  to  permit  the  auditor  to  eliminate  entirely  his  investigations 
along  these  lines.  Also,  when  possible,  some  sort  of  chart  or 
schedule  should  be  obtained  showing  the  location,  size,  and  com- 
ponents of  property  units.  The  accuracy  of  the  properties 
analyses  thus  prepared  may  be  checked  to  some  extent  by  an 
analysis  of  the  Surplus  account  for  the  same  period  (where  the 
latter  account  exists). 

Account  Analyses.  —  A  considerable  portion  of  the  audit  work 
revolving  around  the  verification  and  examination  of  the  Balance 
Sheet  accounts,  particularly  as  concerns  the  fixed  items,  is  done 
by  junior  assistants.  In  connection  herewith,  the  instructions 
given  by  the  in-charge  senior  should  be  full  and  definite ;  the 
senior  should  encourage  the  assistants  to  seek  advice  from  him, 
rather  than  take  anything  for  granted.  Regardless  of  how 
much  theoretical  knowledge  a  junior  may  possess,  many  matters 
encountered  cannot  be  solved  except  through  experience. 

Inasmuch  as  the  senior  is  directly  responsible  for  the  work 
done  on  a  given  case,  he  should  stand  ready  to  make  decisions 
whenever  necessary,  and  he  should  emphasize  the  fact  that  in  any 
case  of  doubt  he  must  be  consulted. 

Land.  —  Undoubtedly,  of  the  fixed  asset  accounts,  that  of 
Land  or  of  Land  and  Buildings,  or  of  Real  Estate  will  receive 


AUDIT  OF  THE  ASSET  ACCOUNTS  165 

first  attention.  If  the  account  holds  both  land  and  building 
values,  an  analysis  thereof  must  be  made  to  determine  (in  addi- 
tion to  the  usual  purposes  later  encountered)  : 

1.  How  much  of  the  account  represents  land  and  how  much 
buildings : 

a.  For  passing  upon  the  adequacy  of  the  insurance  carried 

b.  For  calculating  or  checking  the  depreciation 

In  the  summary  discussion  below,  the  Land  item  is  handled 
separately  from  that  of  Buildings. 

Ordinarily,  transactions  relating  to  land  are  traced  back  to 
their  inception.  Particularly  is  this  true  in  a  first  audit ;  in 
subsequent  audits,  whether  Balance  Sheet  or  detailed,  assuming 
that  each  such  covers  a  specified  period  of  time,  the  opening 
balance  for  the  period  may  be  accepted  as  it  stands,  and  the 
then  examination  made  to  cover  only  the  additions  and  deduc- 
tions during  the  period  under  scrutiny. 

The  audit  of  the  Land  account  involves  the  examination  of 
such  papers  and  documents  as : 

1.  Purchase  contracts  and  canceled  checks  covering  payments 

2.  Land  deeds 

3.  Abstract  of  title,  since  many  titles  are  found  to  be  clouded 

4.  Court  records  (as  those  of  the  County  Clerk)  to  ascertain 
that  titles  are  dear  and  no  liens  thereagainst  recorded 

5.  Tax  receipts.  These  may  be  asked  for  at  the  time  the 
request  is  made  t<>  examine  the  property  deeds  and  title 
insuranrc  policies 

Notations  should  be  made  upon  the  working  papers  covering 
account  analysis  that  the  property  deeds,  abstracts  of  title,  and 
tax  receipts  have  been  >cen. 

Insofar  a-  title  is  concerned,  that  of  land  is  not  separate  from 
that  relating  t<>  improvements  ami  structures  thereon;  hence, 
title  must  bi-  verified  a-  one  item.  An  examination  of  title  <\<.vi\> 
is  made  in  verifying  ownership ;  it  U  important  to  note  that  such 
deed-  an-  executed  legally  and  recorded  properly.  Deeds  in 
themselves  do  not  necessarily  prove  ownership,  since  transfers 
may  have  been  made  subsequent  thereto.  Further,  real  estate 
mortgages   may  be  in    existence   without  any  record    thereoi 
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appearing  in  the  books  of  account ;  naturally,  such  existence 
materially  affects  the  interest  in  the  property.  In  a  corporate 
audit,  the  Minute  Book  should  show  resolutions  authorizing  the 
mortgage  and  the  debt  secured  thereunder ;  this  assumes  that  the 
Minute  Book  has  been  properly  kept. 

Real  estate  ownership  in  all  cases  cannot  be  safely  certified  to 
until  after  the  official  records  thereof  have  been  examined ; 
preferably,  in  this  connection,  an  abstract  of  title  should  be  se- 
cured and  be  examined ;  if  such  abstract  is  not  in  existence,  or 
if  the  client  refuses  to  secure  it,  notation  thereof  should  be  made 
for  inclusion  in  the  report.  Where  land  is  used  for  plant  pur- 
poses, and  no  circumstance  arises  to  create  suspicion  on  the  part 
of  the  auditor,  the  absence  of  an  abstract  would  seem  usually 
insufficient  ground  for  not  granting  an  unqualified  certificate ; 
on  the  other  hand,  if  the  real  estate  units  are  numerous,  some 
real  title  evidence  should  be  insisted  upon. 

Land  may  be  classed  under  two  or  three  headings  as  desired : 

i.   Productive  —  held  for  production  of  income 

2.   Non-productive  —  held  for  sale  or  other  purposes 

or 

i.    Operation 

2.  Expansion  —  reserved  for  future  operations 

3.  Investment  (only) 

Such  a  separation  is  essential  in  order  to  distribute  accurately  the 
expenses  and  income  of  each  class. 

The  original  cost  price  plus  legal  and  recording  fees,  surveying 
costs,  etc.,  ought  to  represent  the  opening  value  for  Land  on  the 
books.  If  the  purchase  price  seems  at  all  reasonable,  the  amount 
need  not  be  questioned.  With  the  point  of  commencement 
established,  further  scrutiny  and  analysis  may  proceed. 

An  analysis  of  the  Land  account  is  necessary  to  determine  that 
the  charges  thereto  cover  only  improvements  —  as  filling  in, 
grading,  laying  out  streets,  curbing,  gutters,  laying  sidewalks, 
setting  out  trees  —  or  represent  that  which  will  increase  income 
therefrom,  undertaken  or  completed  during  the  period.  As  to 
such  improvements,  schedules  should  be  prepared  in  support 
thereof.     Just  what  schedules  are  necessary  and  just  what  should 
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be  their  form  depends  upon  the  particular  assignment  in  hand. 
All  such  expenditures  should  be  compared  with  the  authorizations 
made  therefor. 

The  figures  at  the  beginning  of  the  period  will  come  from  the 
auditor's  papers  of  the  previous  examination  if  such  was  made ; 
if  not,  as  in  a  first  audit,  they  must  come  from  the  Ledger  ac- 
counts and  be  traced  back  to  inception.  Whatever  balance  is 
secured  as  representing  the  item  as  of  the  end  of  the  audit  period 
should  be  agreed  with  the  Ledger  and  be  reflected  in  the  Balance 
Sheet. 

Capitalized  taxes  are  of  frequent  contact,  and  one  should 
distinguish  carefully  between  taxes  and  assessments.  Ordinary 
taxis  (as  yearly)  represent  carrying  charges  ;  hence,  as  a  general 
proposition,  they  should  not  be  capitalized  so  as  to  appear  in  the 
Land  account.  One  exception  hereto  might  occur  where  land  was 
acquired  and  the  construction  of  a  building  thereon  immediately 
commenced  ;  hereunder,  it  may  be  assumed  that  the  building  is 
ssary  before  income  can  be  produced  and,  therefore,  the  tax 
upon  the  land  during  the  construction  period,  by  some  auditors, 
will  be  capitalized.  Special  assessments  covering  paving,  sewer 
construction,  water  systems,  etc.,  alongside  a  parcel  of  land 
represent  land  improvements,  since  they  increase  land  values; 
these  may  be  capitalized  and  properly  appear  in  the  Land  ac- 
count. 

Credits  to  a  Land  account  ordinarily  represent  land  sold.  It 
should  be  determined  whether  each  credit  representing  a  sale  has 
been  entered  on  the  basis  of  cost  or  of  sales  price  ;  frequently,  the 
Bales  price  is  credited  thereto  (or  to  Land  and  Buildings  account). 
If  the  sales  price  is  credited  to  the  account,  two  things  happen  : 

1.  The  profit  i>  not  set  out,  and 

2.  The  profit  reduces  the  book  value  of  the  asset. 

By  detennining  the  cosl  per  square  foot  <>r  acre  knowing  how 
much  land  originally  was  pur<  hased,  and  ascertaining  the  number 
of  square  feet  or  ai  res  therein,  the  amount  to  be  1  redited  to  the 

Land    account    may    be    secured    readily.      Any    excess    amount 

remaining  should  be  credited  to  a  separate  account  Profit 
and  Loss  or  Surplus. 

Land  value-,  in  the  majority  of  cases,  appreciate  rather  than 
depreciate    as  by  the  passage  of  time  or  by  use),  although  in- 
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frequently  depreciation  may  be  encountered.  Even  though  an 
auditor  is  not  an  appraiser,  he  should  watch  for  possible  value 
inflations,  the  same  as  is  necessary  in  connection  with  any  other 
asset.  Inflation  of  values  may  not  be  due  to  an  attempt  to 
perpetrate  a  fraud,  but  fraud  in  connection  therewith  seems  to  be 
of  frequent  occurrence. 

Reappraisal  of  land  values  booked  should  not  be  approved  since 
profit  is  thereby  anticipated  prior  to  sale  ;  such  increase,  however, 
may  be  passed  where  offset  by  a  reserve  of  an  equal  amount. 
The  inclusion  in  the  accounts  of  profits  on  land  well  may  be 
deferred  until  the  moment  of  actual  realization. 

The  infrequent  contact  of  auditors  with  depreciating  land 
values  seems  of  sufficient  import  at  least  to  warn  against  the 
blind  assumption  that  land  never  depreciates.  At  times  a  serious 
error  may  be  countenanced  where  such  depreciation  is  not  recog- 
nized in  some  way  ;  for  example,  location  may  cause  land  to  lose 
value  to  its  owner  to  such  an  extent  that  a  loss  must  be  suffered  in 
disposing  of  it.  On  the  whole,  however,  land  proper  should  be 
carried  at  cost  if  purchased  and  held  for  the  permanent  use  of  the 
enterprise.  Hereunder,  an  increase  or  decrease  in  value  has  no 
effect  upon  the  operations  of  the  undertaking.  A  probable  de- 
crease, or  increase,  a  sale  not  being  contemplated,  only  affects 
the  concern's  credit.  When  a  bank  extends  credit,  it  may  look 
somewhat  at  the  realizable  value  of  assets  securing  this  credit ; 
hence,  the  nearer  true  value  is  shown,  the  better  for  credit  pur- 
poses. An  idea  of  realizable  values  may  be  indicated  upon  a 
Balance  Sheet  without  manipulating  the  assets  (although  not 
commonly  done).  In  this  connection  it  may  be  more  to  the 
point  to  present  a  Statement  of  Affairs  rather  than  a  regular 
Balance  Sheet. 

Land  Companies.  — ■  Land  company  Land  accounts  are  subject 
to  excruciatingly  careful  analysis.  Hereunder,  only  actual 
improvements  should  be  capitalized.  Expenses  entailed  at  the 
commencement  of  operations,  regardless  of  kind,  never  should  be 
considered  as  chargeable  to  the  Land  account ;  however,  they 
may  be  carried  as  deferred  items  until  sales  commence.  The 
original  purchase  is  chargeable  to  an  Unimproved  Real  Estate 
account ;  as  lots  are  laid  out,  Unimproved  Real  Estate  may  be 
credited  proportionately  at  cost  to  a  Lot  account  in  a  separate 
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Ledger.  As  lots  are  improved,  as  by  erecting  buildings  thereon, 
etc.,  the  cost  of  each  fully  improved  lot  is  credited  from  the  Lot 
Ledger  into  the  Improved  Properties  Ledger. 

All  amounts  in  these  Ledgers  should  be  at  cost  and  should 
consist  of  actualities,  because  upon  the  facts  herein  depend  the 
entries  to  be  made  in  the  Cost  and  Sales  accounts.  Lots  remain- 
ing unsold  at  the  end  of  a  period  should  be  compared  with  the 
mans  on  hand.  Unpaid  customers'  balances  for  lots  sold  them 
should  be  verified  by  correspondence ;  balances  unpaid  on  tracts 
purchased  should  be  verified  in  a  similar  manner.  All  contracts 
covering  both  purchase  of  tracts  and  sales  of  lots  should  be 
scrutinized  most  carefully.  Frequently,  payments  made  on 
purchase  price  are  prorated  against  sales  receipts.  The  valuati.  in 
of  land  at  market  prices  is  exceedingly  doubtful  of  justification 
because,  although  all  values  are  based  upon  opinion,  the  variety 
of  opinion  concerning  land  values  is  much  greater  than  that 
concerning  the  values  of  other  business  assets. 

Buildings.  -  The  Building  account,  on  the  whole,  is  audited  in 
a  maimer  similar  to  that  used  in  connection  with  the  Land  ac- 
count. Basically,  the  Building  account  should  be  analyzed 
along  the  same  lines  as  was  the  Land  account,  the  same 
classification  of  the  items  thereof  being  in  order.  Non-productive 
properties  —  those  used  for  other  than  business  purposes,  or  not 
used  at  all  represent  capital  tied  up  in  non-productive  assets; 
such  capital  should  bear  a  logical  relation  to  production  or  volume 
of  business  so  that  the  unkeep.  depreciation,  and  carrying  charges 
will  be  at  a  minimum.  If  this  principle  is  not  recognized,  the 
company  earnings  cannot  reach  the  amount  they  should  equal 
rdless  of  production. 

Further,  sub-groupings  of  buildings  may  be  made  in  order  to 
expedite  the  application  of  depreciation  rates  thereto. 

[f  the  concern  own-  a  large  number  of  buildings,  a  subsidiary 

1       ■  r  may  be  in  existence  holding  the  detail  of  a  controlling 

ant  found  on   the  General   Ledger.     It'  this   be  true,  the 

auditor    must    make    certain    that     the    detail    agrees    with    the 

control. 

\ ■:  audit  of  the  Buildings  account  comprehends  covering  the 
following  points,  schedules  being  prepared  thereon  : 
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i.   a.  In  the  case  of  a  first  audit,  —  original  cost  or  purchase 

price : 

i.  Where  constructed  —  proper  vouchers  to  support 
entries  may  consist  of  architect's  certificate  and  build- 
er's contract,  vouchers,  or  cost  sheets. 

ii.  Where  purchased  —  proper  vouchers  to  support  en- 
tries may  consist  of  purchase  contract  and  deed  plus 
receipts  for  money  paid  and  canceled  checks. 
b.  In  the  case  of  subsequent  audits  —  balance  at  period's 

beginning  supported  by  proper  documents  as  indicated 

above. 

2.  Additions  —  These  either  may  be  constructed  or  purchased. 

3.  Total  values  at  cost 

4.  Depreciation  amounts  thus  far  and  rates  thereof 

5.  Values  on  which  depreciation  calculated 

6.  Depreciated  values 

Credits  to  the  Building  account  undoubtedly  cover  items  as 
under  (if  present  at  all)  : 

1 .  Sales  of  portions  of  buildings ;  and  probably 

2.  Depreciation  (no  Reserve  or  Allowance  for  Depreciation 
account) 

All  additions  during  the  period  must  be  examined  and  all 
expenditures  made  should  be  properly  authorized.  Additions 
should  be  booked  at  cost,  but  care  must  be  observed  to  determine 
that  a  so-called  addition  actually  is  one ;  the  inspection  of 
vouchers  and  of  other  original  data  should  bring  to  light  the 
fact  that  labor,  supplies,  etc.,  chargeable  to  operation  have  not 
been  capitalized  by  having  been  charged  to  the  property  ac- 
counts. In  other  words,  debits  to  a  Buildings  account  must 
represent  real  additions  or  charges  which  will  increase  earning 
capacity ;  replacements  or  repairs  are  not  chargeable  against  the 
Property  account.  Repairs,  generally,  are  chargeable  to  the 
Reserve  (Allowance)  for  Depreciation  account.  Replacements, 
ordinarily,  are  found  to  be  handled  in  either  of  two  ways : 

1.  The  asset  account  is  credited  (and  proper  adjustment  made 
in  the  Reserve  for  Depreciation  account)  for  the  amount  of 
the  replaced  asset,  and  the  replacement  is  charged  to  the 
Building  account. 
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2.  No  adjustment  is  encountered  covering  the  discarded  asset, 
and  replacements  are  debited  against  the  Reserve  for  Depre- 
ciation. 

Under  either  plan,  the  auditor  must  govern  his  procedure  accord- 
ingly. 

In  corporations  particularly,  additions  and  improvements 
frequently  are  approved  formally  by  the  directors,  and  even  at 
times  by  the  stockholders ;  ordinarily,  hereunder,  under  all  cir- 
cumstances definite  instructions  or  orders  covering  additions 
and  improvements  will  have  been  issued  by  the  managing  exec- 
utive of  the  company.  In  connection  herewith,  the  auditor 
should  determine  that  such  authority  has  not  in  any  way  been 
exceeded. 

Construction  expenditures  may  be  based  upon  appropriations 
which  have  been  voted  either  by  the  Board  of  Directors  or  by 
some  official  committee;  in  fact,  if  contemplated  construction 
assumes  considerable  proportions,  this  should  be  the  practice. 
Hence,  where  such  appropriations  exist,  they  must  not  be  over- 
looked if  an  acceptable  verification  of  the  property  accounts  is 
to  be  made. 

These  various  authorization  which  happen  to  cover  expendi- 
tures actually  made  during  the  period  being  examined  should  be 
scheduled  carefully  to  show  such  information  as  number  of 
authorization  and  construction  order,  work  done,  accounts  in- 
volved, official  O.K.,  amount  authorized,  amount  expended  to 
date,  portion  of  work  yet  incomplete,  estimated  cost  of  comple- 
tion, over-  or  under-run  as  estimated  based  upon  authorization. 
Every  probable  overrun  should  be  explained  satisfactorily. 

If  building  construction  is  carried  on  by  contractors,  the  con- 
tracts should  be  examined,  or  most  of  them,  and  notations 
briefly  made  for  inclusion  among  the  working  papers.  Con- 
struction under  way.  or  payments  made  against  any  such 
contrai  ts  represent  part  of  the  total  property  cost  on  the  Balance 
Sheet  rather  than  a  portion  of  the  inventories  on  hand. 

Frequently,  in  connection  with  additions  and  improvements, 
contracts  are  discovered  which  are  as  yet  uncompleted  or  upon 
which  some  liability  -till  remain-  attached.  These  are  aot  to  be 
overlooked,  but  should  be  noted  in  the  working  paper-  for  report 
inclusion     Upon  the  Balance  sheet  they  should  be  shown  either 
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as  contingent  or  actual  liabilities  as  the  case  warrants.  For  ex- 
ample, if  of  a  substantial  amount,  the  contingent  liability  for 
construction  uncompleted  may  be  indicated  as  a  footnote  to  the 
Balance  Sheet ;  on  the  other  hand,  where  accruals  exist  not  as  yet 
due  and  payable,  or  where  installment  payments  are  in  arrears, 
an  actual  liability  exists  for  inclusion  in  the  Balance  Sheet.  In 
the  latter  connection,  verification  is  secured  from  a  scrutiny  of 
contracts,  certificates  of  work  completed,  or  invoices  on  hand. 

If  construction  is  done  by  plant  employees,  an  analysis  of  the 
material  requisitions  and  payrolls  is  in  order.  Work  done  by 
plant  employees  should  be  booked  at  cost,  no  profit  therein 
being  recognized.  This  portion  of  the  examination  calls  for  the 
preparation  of  an  "  analysis  of  property  additions  schedule  "  to 
be  prepared  in  conjunction  with  the  verification  of  each  property 
account  shown  in  the  Trial  Balance.  Under  certain  conditions, 
as  where  a  part  of  the  regular  labor  force  was  withdrawn  from 
their  usual  duties  to  aid  in  construction,  a  portion  of  factory 
overhead  may  be  included  as  part  of  the  cost  of  an  addition ; 
but  where  employees  work  on  construction  at  odd  times  only,  it 
seems  more  conservative  to  exclude  a  portion  of  factory  overhead 
as  part  of  construction  cost.  At  any  rate,  ordinarily,  only  direct 
overhead  should  be  included  therein.  (But  see  Federal  Reserve 
suggestions  on  Cost  of  Fixed  Properties,  post  in  Chapter  X.) 

What  has  been  said  relative  to  construction  in  the  present 
connection  seems  to  be  of  equal  importance  in  relation  to  sundry 
properties  commented  upon  in  the  next  chapter. 

The  depreciation  problem  concerning  buildings  should  be  given 
serious  thought,  to  determine  : 

i.    Sufficiency 

2.   Method  of  calculation  and  entry.     Depreciation  is  an  oper- 
ating expense  rather  than  an  appropriation  of  profits. 

Depreciation  rates  should  be  adequate,  being  based  upon  the 
estimated  life  of  a  building  plus  probable  obsolescence.  Numer- 
ous tables  of  rates  are  available  related  to  different  types  of 
buildings.  The  depreciation  policy  should  be  consistent,  and  the 
Reserve  (or  Allowance)  for  Depreciation  account  should  be  used. 
Under  certain  circumstances,  it  may  prove  desirable  to  use  a 
reserve  account  in  connection  with  obsolescence. 
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As  has  been  intimated  previously,  depreciation  is  based  best 
upon  either  engineering  estimates  or  estimates  made  by  those 
skilled  in  appraisal  work.  Inasmuch  as  the  auditor  is  not  an 
appraiser,  at  least  in  his  capacity  as  auditor,  he  is  charged  with  no 
more  responsibility  hereunder  than  determining  in  a  general  way 
that  the  depreciation  to  date  is  reasonable ;  hence,  if  the  person 
upon  whose  judgment  the  depreciation  is  established  has  a  reputa- 
tion along  such  lines,  such  fact  should  be  given  considerable 
weight. 

In  connection  with  replacements,  briefly  commented  upon 
above,  the  question  of  depreciation  adjustments  on  discarded 
assets  must  not  be  overlooked.  Inasmuch  as  an  undertaking's 
depreciation  schedule  or  program  amounts  only  to  an  estimate 
shrewdly  or  crudely  planned,  the  auditor  will  rind  it  necessary,  as 
a  rule,  to  make  some  adjustment  covering  the  difference  between 
the  net  book  value  of  the  asset  and  its  scrap  value  as  of  the 
moment  of  discard. 

Buildings  erected  upon  leased  premises  make  necessary  the 
writing  ofT  of  the  entire  building  value  during  the  lease  period 
unless  some  contract  exists  under  which  the  lessor  partially  will 
compensate  the  concern.  The  lease  period  is  the  term  during 
which  to  write  off  building  value,  rather  than  the  term  expressive 
of  the  building's  life. 

All  insurance  policies  covering  buildings  should  be  studied  : 

1.  To  determine  adequacy  of  amount  carried 

2.  To  determine  that  the  policies  are  carried  in  the  name  of  the 
concern 

3.  To  secure  extra  ;  >r<  k  if  that  properties  have  not  been  hypoth- 
ecated 

Different  kinds  of  insurance  policies  are  in  force.  In  the 
majority  of  cases  it  is  probable  that  the  policies  found  will  be 
those  containing  the  80%  clause.  Hereunder,  it  should  be 
remembered  that  unless  property  is  insured  for  80%  of  its  value, 
the  policy  holder  becomes  a  co  insurer  to  the  extent  of  the  dif- 
ference between  80%  of  the  value  and  the  amount  for  which  the 
property  is  insured.  Frequently,  it  is  found  that  property  owners 
are  ignorant  of  insurance  matter-  relative  to  the  kind-  ot  policies 
they  hold. 


CHAPTER  X 

AUDIT  OF  THE  ASSET  ACCOUNTS   {Continued)   SUNDRY 
PROPERTIES;    INTANGIBLES;    DEFERRED   CHARGES 

Other  Properties.  —  Inasmuch  as  the  other  property  accounts 
are  similar  in  their  nature  to  those  of  Land  and  Buildings  and,  in 
general,  may  be  audited  along  the  same  lines  as  these  latter,  it 
seems  unnecessary  to  present  a  detailed  consideration  of  each  of 
them.  The  procedures  laid  down  for  auditing  the  Land  and 
Buildings  accounts  should  be  sufficient  to  indicate  the  basic 
manner  of  developing  the  examination. 

The  Machinery  and  Equipment  accounts  require  careful 
scrutiny  and  analysis  inasmuch  as  a  great  variance  exists  be- 
tween different  plants  in  the  life  of  the  same  type  of  machine. 
Factory  conditions  relative  to  machinery  use,  time  used,  ex- 
penditures for  repairs  and  replacements  of  parts  must  be  pondered 
over  considerably  before  correct  conclusions  can  be  reached  rela- 
tive to  the  Machinery  account. 

Considerable  audit  assistance  is  secured  in  obtaining  a  check 
against  the  General  Ledger  account  (control)  by  examining  the 
detail  records  on  hand  covering  machinery  cost,  purchase  date, 
number  assigned  for  factory  location,  type,  maker,  and  descrip- 
tion. Usually  such  records  are  not  in  agreement  with  the  General 
Ledger  account,  no  attempt  being  made  to  have  them  so.  A 
subsidiary  Ledger  for  machinery  and  equipment  should  be 
strenuously  advocated,  and  these  records  should  be  placed  into 
agreement  with  the  General  Ledger  account. 

In  a  first  audit,  at  least,  the  examination  of  the  Machinery 
account,  due  to  a  lack  of  detail  machinery  records,  may  be  of 
considerable  proportions ;  yet,  no  slighting  of  the  work  should 
be  done  because  of  such  fact. 

The  matter  of  verifying  machinery  depreciation  presents  a 
fairly  elaborate  problem.  Considerable  assistance  is  secured  by 
using  the  detail  machinery  information  indicated  above.     For 

174 


AUDIT  OF  THE  ASSET  ACCOUNTS  1 75 

depreciation  purposes,  the  machinery  may  be  divided  into  groups, 
inasmuch  as  the  same  rate  cannot  in  reason  be  applied  to  both 
high-speed  machines  (with  short  life)  and  slow-moving  machines 
(with  long  life).  In  fact,  some  advocate  treating  each  machine  as 
a  separate  unit  for  depreciation  purposes ;  hereunder,  the  ade- 
quacy of  the  depreciation  reserve  should  be  determined  by  the 
total  of  the  accrued  depreciation  on  all  of  the  machines,  each  one 
taken  separately. 

The  depreciation  problem  should  be  gone  into  fully  with  the 
management  particularly  to  determine  whether  they  have  acted 
upon  correct  advice.  If  the  question  has  been  faced  properly, 
if  correct  principles  have  been  acted  upon,  and  if  provision  there- 
for in  the  accounts  seems  reasonable  and  sufficient  —  the  auditor 
ought  to  be  satisfied ;  it  is  not  his  duty  to  estimate  or  value  the 
working  life  of  plant  assets.  Where  depreciation  provisions  are 
haphazard,  and  where  the  auditor  is  not  satisfied  as  to  the  suffi- 
ciency, he  should  clearly  point  this  out  in  his  report. 

Tin'  Machinery  and  Equipment  accounts  should  include  no 
obsolete  machines.  If  small  tools,  subject  to  loss  or  destruction, 
arc  included  hereunder  on  the  books,  it  is  necessary  to  check 
their  book  value  against  the  physical  inventory  on  hand,  to  permit 
the  requisite  adjustments  to  be  made. 

Small  tools  and  loose  equipment  not  specifically  accorded  any 
definite  location  are  subject  to  heavy  depreciation.  Where  the 
amount  of  these  items  on  hand  remains  fairly  stable,  it  may 
prove  adequate  to  establish  a  normal  inventory  value  therefor 
which  approximates  the  total  investment  therein,  and  absorb 
through  expense  accounts  all  current  additions  ami  replacements. 
On  the  whole,  a  revaluation  each  year  seems  entirely  satisfactory. 
Hereunder,  certified  valuations  arc  examined,  being  tested  and 
checked  a-  far  a-  is  possible.  Special  tools  for  a  particular 
customer's  order  ur< inerally  arc  chargeable  against  the  customer 
although  he  may  never  be  given  them  ;  at  any  rate,  they  ought 
Dot  to  be  found  in  the  factory  inventory. 

Patterns,  drawings,  tl.i-k -  et  .  must  be  heavily  depreciated, 
inasmuch  ;i-  their  character  i-  such  that  a  Lrn>--  overestimate  »»f 
their  worth  i-  commonly  encountered.  Since  designs  change 
frequently,  and  sin*  e  su<  h  assel  -  .1-  these  are  valueless  the  moment 
the  design  change  <>iiur~.  the  carrying  of  these  assets  at  a  low 
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figure,  often  arbitrarily  set,  seems  to  be  the  only  means  under 
which  a  fair  setout  thereof  upon  the  Balance  Sheet  may  be 
secured. 

The  account  of  Horses,  Wagons,  and  Autos,  or  accounts  similar 
thereto,  requires  analysis.  Naturally,  their  components  must  be 
set  out  carefully,  at  least  so  that  the  amount  of  each  on  hand 
may  be  determined.  If  possible,  a  separation  by  units  is  in  order 
so  that  these  may  be  compared  with  the  actual  assets  on  hand. 
Purchase  dates  are  necessary  as  a  matter  of  working  sheet  record 
so  that  the  depreciation  may  be  checked  or  calculated.  Horses 
used  in  heavy  service  depreciate  rapidly,  probably  about  25%  of 
cost  yearly ;  it  may  be  better  to  revalue  each  year.  Inasmuch  as 
wagons  are  being  replaced  rapidly  by  automobiles,  normal  de- 
preciation thereon  (10-15%)  mav  De  insufficient.  Automobiles 
depreciate  rapidly  measured  by  use.  For  certain  delivery 
purposes,  a  rate  from  15-20%  may  be  sufficient;  for  heavy 
delivery  use,  a  rate  may  be  insufficient  if  under  20-30%.  On  the 
whole,  experience  hereunder  seems  the  best  safety  valve ;  in 
general,  a  useful  life  of  from  two  to  five  years  seems  reasonable 
for  automobiles.  Another  method  of  calculating  auto  depre- 
ciation is  based  upon  mileage  consumed  as  against  mileage  life 
as  estimated. 

The  audit  of  the  Furniture  and  Fixtures  account  undoubtedly 
causes  considerable  trouble ;  in  general,  one  may  say  that  its 
examination  will  prove  unsatisfactory  at  best.  The  reasons  in 
part  for  this  state  of  affairs  roughly  may  be  shown  as  under : 

1.  The  particular  units,  on  the  whole,  are  difficult  to  identify 
inasmuch  as  so  many  different  kinds  of  items  usually  are 
included.  A  Furniture  and  Fixtures  Ledger  is  of  rare  con- 
tact. 

2.  It  is  difficult  to  distinguish  between  units  which  are  inex- 
pensive and  those  which  are  expensive. 

3.  The  residual  value  is  problematical;  generally,  it  will  be 
small. 

The  whole  matter  hereunder  seems  to  resolve  itself  into  having 
the  auditor  exercise  the  best  judgment  possible,  to  be  wary  of 
passing  unnoticed  the  many  abuses  to  which  the  account  may  be 
subject,  and  to  be  ultra-conservative  in  determining  the  adequacy 
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of  the  depreciation  thereon.  Tests  may  be  made  to  determine 
that  the  account  balance  is  not  increasing  disproportionately  to 
the  increase  in  the  volume  of  business. 

Depreciation  applied  scientifically  to  the  Furniture  and  Fix- 
tures account  is  a  rarity;  at  best,  the  amount  thereof  is  a  pure 
guess.  Some  concerns  may  book  their  furniture  and  fixtures  in  a 
memoriter  account  at  a  nominal  value  —  as  one  dollar;  al- 
though this  is  a  conservative  practice,  it  seems  permissible  under 
all  circumstances  to  carry  this  asset  at  least  at  its  residual  value. 
Even  though  depreciation  is  not  calculated  scientifically,  its 
amount  should  be  adequate  so  that  the  account  balance  represents 
to  a  fair  degree  the  value  of  the  units  in  hand.  Expensive 
fixtures,  as  tabulating  machines,  etc.,  may  require  the  establish- 
ment of  a  reserve  for  obsolescence;  yet  even  here,  if  the  depre- 
ciation provided  is  liberal,  no  criticism  ought  to  be  encountered. 
Wooden  furniture,  in  general,  well  may  be  written  off  within  a 
period  of  five  years,  whereas  steel  furniture  may  be  given  an 
estimated  life  considerably  longer.  Should  appraisal  figures  be 
available  as  of  a  past  date,  a  subsidiary  Ledger  so  called  may  be 
constructed  upon  analysis  paper  by  transferring  these  amounts 
thereto  and  then  by  using  the  columns  at  the  right  for  carrying 
forward  from  year  to  year  (or  period  to  period)  the  adjusted 
value  of  each  such  asset  item. 

Scrapped  Properties.  —  When  particular  property  items  have 
been  disposed  of  in  some  manner  during  the  audited  period,  the 
auditor  should  prepare  some  kind  of  a  schedule  to  cover  the  entire 
situation  as  developed.  As  to  each  such  unit  of  property,  the 
auditor  should  determine  the  acquisition  date,  purchase  price  or 
cost  thereof,  what  elimination  entries  have  been  made  upon  the 
books  'if  any),  and  what  amount  of  depreciation  has  been  ab- 
sorbed up  to  the  moment  "t"  disposition.  The  depreciation  to  the 
date  of  the  disposal  should  be  taken  up  correctly  on  the  book?. 

The  loss  or  profit  involved  may  be  treated  in  any  one  of  four 
possible  way-  depending  upon  the  idea-  of  the  particular  auditor 
and  the  con<  ern'>  pra<  tii  e  in  relation  thereto  : 

1.  Adjust  through  Profit  and  Lo 

2.  Adjust  through  Surplus 

3.  Adjust  through  Reserve  for  Depreciation 

4.  Adjust  through  Depreciation  amount 
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In  conclusion,  hereunder,  all  reasonable  means  should  be  used 
by  the  auditor  to  determine  that  fixed  assets  have  not  been 
disposed  of  without  some  record  thereof  being  in  evidence,  in- 
asmuch as  if  such  practice  is  followed,  a  net  worth  overstatement 
occurs.  All  such  practices  which  have  occurred  during  the 
period  under  scrutiny  should  be  explained  satisfactorily. 

Cost  of  Fixed  Property :  Federal  Reserve  Suggestions.  — 
Relative  to  the  cost  of  fixed  property,  the  Federal  Reserve 
Bulletin  offers  the  following  : 

"In  preparing  the  leading  schedules  for  the  accounts  grouped  under  this 
heading,  such  as  real  estate,  buildings,  plant,  machinery,  etc.,  the 
balances  at  the  beginning  of  the  period,  the  additions  to  or  deductions 
from  the  accounts  during  the  year,  and  the  balances  at  the  end  of  the 
period  must  be  shown. 

"The  total  of  the  balances  at  the  beginning  of  the  period  must  agree  with 
the  cost  of  property  figures  given  in  the  Balance  Sheet  at  that  date, 
and  the  balances  at  the  end  of  the  period  with  the  amount  shown  in  the 
Balance  Sheet  that  is  being  audited.  The  charges  entering  into  the 
additions  must  be  verified  in  detail,  and  in  this  connection  the  follow- 
ing notes  are  of  value  : 

(1)  Authorizations  for  the  expenditure  made  during  the  year  should 
be  examined,  and  where  the  costs  of  the  additions  have  overrun 
the  sums  authorized,  inquiries  should  be  made  in  regard  thereto. 
The  authorizations  should  show  the  accounts  to  which  the  ex- 
penditures are  chargeable,  the  amounts  thereof,  the  approvals 
of  the  comptroller  and  manager,  and  description  of  the  jobs. 
When  the  authorizations  are  not  specific  as  to  the  work  done, 
the  actual  additions  should,  if  possible,  be  inspected. 

(2)  The  auditor  should  satisfy  himself  before  approving  additions 
that  they  were  made  with  the  object  of  increasing  the  earning 
capacity  of  the  plant,  and  that  they  are  not  of  the  nature  of 
either  renewals  or  improvements,  and  in  this  connection  changes 
in  the  production  and  in  the  capacity  of  the  plant  should  receive 
consideration. 

(3)  To  verify  the  payroll  and  store  and  supply  charges  to  jobs,  one 
or  two  payroll  distribution  reports  should  be  examined  in  detail, 
and  also  one  or  two  storehouse  reports.  In  cases  where  large 
purchases  have  been  made  from  outside  parties  for  capital  con- 
struction work,  the  vouchers  therefore  should  be  examined  and 
the  usual  precautions  taken  to  see  that  they  are  properly  ap- 
proved for  the  receipt  of  materials,  prices,  etc. 

(4)  For  purchases  of  real  estate  the  title  deeds  should  be  examined, 
together  with  the  vouchers,  and  it  should  be  seen  that  the  deeds 
have  been  properly  recorded. 

(5)  While  it  may  be  considered  permissible  to  make  a  charge  for 
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factory  overhead  cost  to  additions  to  property  such  as,  e.g., 
time  of  superintendent  and  his  clerical  force  employed  on  con- 
struction work,  etc.,  it  cannot  be  deemed  conservative  business 
practice,  inasmuch  as  the  probabilities  are  that  the  overhead 
charges  of  a  plant  will  not  be  decreased  to  any  extent  even 
though  additions  are  not  under  way,  and.  therefore,  the  absorp- 
tion of  part  of  these  charges  when  additions  are  in  progress,  has 
the  effect  of  reducing  the  operating  costs,  as  compared  with 
months  in  which  no  construction  work  is  under  way. 

(6)  Construction  work  in  progress  at  the  end  of  the  fiscal  period 
should  be  shown  in  the  Balance  Sheet  under  the  heading  of  fixed 
assets  and  not  as  part  of  the  inventories.  This  is  important  to 
bear  in  mind  because  construction  work  is  not  an  asset  that  can 
be  quickly  turned  into  money,  while  everything  in  the  inventory 
is  supposed  to  be  realizable  in  cash  within  a  reasonably  short 
time. 

(7)  The  auditor  should  inquire  as  to  whether  any  installments  are 
due  on  account  of  construction  work  in  progress  which  is  being 
carried  on  by  outside  parties ;  and  if  so,  the  liabilities  for  these 
installments  should  be  included  in  the  Balance  Sheet,  as  they 
may  have  a  direct  bearing  on  the  amount  of  available  cash  on 
hand. 

(8)  When  a  company  uses  leasehold  properties  the  leases  should  be 
examined  and  notes  made  of  the  periods  covered,  so  that  it  may 
be  seen  that  improvements,  etc.,  on  such  properties  are  written 
off  over  the  periods  covered  by  the  leases. 

(9)  The  auditor  should  satisfy  himself  that  the  reserves  for  depre- 
ciation of  buildings,  machinery,  equipment,  etc.,  are  adequate 
to  reflect  the  deterioration  in  the  value  of  the  fixed  properties. 
If  in  his  opinion  the  reserves  shown  on  the  Balance  Sheet  are 
insufficient,  he  should  call  attention  to  the  matter  in  his  certifi- 
cate. 

(10)  Care  should  be  taken  to  insure  that  property  destroyed  by  tire 
or  otherwise  prematurely  put  out  of  service  is  correctly  treated 
in  the  books.  Any  portion  of  the  original  charge  for  such 
property  which  is  not  recoverable  through  insurance,  as  salvage 
or  otherwise,  and  has  not  been  provided  for  by  the  depreciation 
scheme  should  be  written  off. 

It  is  to  be  observed  that  the  foregoing  DOteS  are  to  be  applied 
only  to  l  OSl  of  properties  incurred  during  the  period  under  audit. 
In  addition,  information  may  usefully  be  obtained  OH  broader 
lines  in  regard  to  the  composition  of  the  real  estate,  building, 
and  machinery  accounts,  and  showing  what  principal  property 

i-  represented  thereby  and  how  the  accounts  have  been  built 

up  from  year  to  year  for  a  reasonable  time  pasl  if  not  from  the 
inception  of  the  business.  The  information  derived  therefrom 
i>  valuable-  only  in  indicating  the  progressive  policy  <>f  the 
concern,  the  extent   to  which  it   reinvests  undivided    surplus  in 

its  plant,  etc.  Beyond  these  facts  the  banker  who  is  asked  for 
ordinary  discounts  <»r  short-term  loan-  is  not  interested;    he 

look>  more  to  the  quick  assets  for  bis  security. 
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"Optional.  When  the  loan  is  greater  than  the  quick  assets  seem  to  justify 
the  auditor  should  suggest  a  reliable  verification  of  the  cost  of  property 
prior  to  the  period  under  audit.  Such  action  may  become  necessary 
even  to  the  extent  of  calling  for  an  appraisement  by  disinterested  out- 
side experts." 

Intangible  Assets.  —  These  asset  accounts  are  of  no  real  value 
except  to  the  concern  holding  them,  and  even  here  such  value 
exists  only  while  the  undertaking  is  a  going  proposition,  or  under 
certain  contingencies. 

Goodwill  frequently  is  expressive  of  the  difference  between 
the  actual  value  of  the  physical  assets  and  the  purchase  price 
of  properties.  Under  any  circumstances  the  value  of  Goodwill 
is  difficult  to  criticize  :  hence,  where  fraud  is  not  a  factor,  it  would 
seem  that  the  auditor  will  not  be  subject  to  criticism  if  he  accepts 
the  basis  of  valuation  agreed  upon  by  the  company  officers.  Fur- 
ther, the  auditor  may  be  assisted  ably  in  this  connection  by  find- 
ing something  thereon  in  the  records,  in  the  Minutes,  or  in  some 
contract.  Basically,  any  working  schedule  prepared  should 
show  the  composition  of  the  original  amount,  the  charges  therein, 
and  the  balance  thereof;  the  current  additions  or  deductions 
should  be  indicated,  and  the  ending  balances  secured.  These 
latter  must  be  agreed  with  the  Trial  Balance. 

On  the  whole,  so  many  theories  exist  relative  to  Goodwill  that 
no  additional  comment  seems  advisable ;  if  the  account  has  been 
analyzed  and  an  amount  determined  therefrom  which  represents 
Goodwill,  the  particular  case  circumstances  govern  the  decision 
whether  or  not  its  treatment  has  been  logical  and  conservative. 

An  account  with  Patents,  Trademarks,  and  Copyrights  may 
be  found  separate  from  the  Goodwill  account,  or  all  four  items 
may  be  encountered  in  one  account.  Naturally,  under  either 
condition  the  first  step  is  to  analyze  the  account  so  as  to  separate 
the  amounts  of  each.  Beyond  this,  as  stated  above  in  connec- 
tion with  Goodwill,  the  matter  of  treatment  depends  upon  the 
theories  of  the  auditor. 

Unexpired  patent  years  may  constitute  the  exact  basis  for 
writing  Patents  down ;  nevertheless,  the  danger  existent  that 
patents  will  become  valueless  or  obsolete  long  before  their  ex- 
piration should  be  given  weight. 

When  any  of  these  assets  are  written  down,  such  act  should 
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cause  a  charge  against  the  Surplus  account,  rather  than  against 
operations. 

Deferred  Charges.  —  Fundamentally,  an  auditor  should  de- 
termine that  the  deferred  charges  do  not  include  amounts  from 
which  the  benefit  already  has  been  derived;  if  so,  the  debits 
properly  should  be  absorbed  by  the  Profit  and  Loss  accounts. 
Deferred  items  may  be  set  out  in  the  Balance  Sheet  under  a 
separate  caption  which  will  distinguish  them  from  the  current 
assets  which  are  available  for  conversion  into  cash.  The  various 
items  are  vouched  as  are  any  expenditures. 

The  auditor's  problem  in  connection  with  deferred  charges 
relates  primarily  to  the  more  doubtful  items  representing  abnor- 
mal expenditures  for  advertising,  etc.,  the  benefit  from  which 
is  presumed  to  extend  over  a  period  of  time  longer  than  the  cur- 
rent one  under  scrutiny.  Inasmuch  as  differences  of  opinion 
exist  as  to  the  treatment  to  be  accorded  these  items,  only  a  gen- 
eral idea  of  their  handling  can  be  attempted.  Basically,  the 
auditor  should  be  extremely  conservative  so  that  current  profits 
will  not  be  overstated.  It  seems  far  better  to  write  off  these 
items  too  rapidly  than  too  slowly. 

Inventories  of  advertising  supplies  and  materials,  and  of  actual 
expenses  covering  advertising  and  publicity  work  from  which 
benefit  will  be  derived  in  the  future  may  be  treated  as  deferred 
ts.  However,  the  auditor  should  be  exceedingly  careful 
in  passing  such  items  as  deferred  charges.  Obsolete  advertising 
materials  have  qo  value,  and  obsolescence  hereover  spreads 
rapidly.  Current  newspaper  and  magazine  advertising  should 
not  be  deferred,  whereas,  the  cost  of  a  special  campaign  involving 
heavy  expenditures,  the  results  of  which  cannot  accrue  until  Later, 
may  be  treated  as  a  deferred  expense.  Whenever  these  item- 
are  deferred,  subsequent  operation  should  absorb  them  quickly, 
inasmuch  as  the  assel  value  is  violently  uncertain. 

Whenever  production  or  sales  is  seasonal,  a  considerable 
amount  of  selling  expenses  occur  a  fair  amount  of  time  in  advance 
oi  product  delivery.  Hence,  in  order  that  the  period  of  deliv- 
ery or  sales  may  absorb  the  selling  expenses  which  are  related 
thereto,  it  is  usual  to  defer  expenses  of  this  kind  at  the  end  of 
each  period.  However,  the  auditor  should  be  mosl  exacting 
in  passing  any  amount  hereunder  shown,  unless  abnormal,  in- 
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asmuch  as  where  sales  are  fairly  normal  from  year  to  year  the 
expenditures  as  between  years  will  be  fairly  uniform  making  a 
proration  probably  unnecessary. 

If  prorated,  the  same  procedure  should  have  been  followed  at 
the  beginning  of  the  period  as  is  contemplated  at  its  end.  If 
this  is  not  done,  the  adjustment  being  made  only  at  the  end  of 
the  current  period,  facts  are  misstated  to  a  greater  degree  than 
would  be  the  case  where  no  adjustment  at  all  is  made.  This 
same  comment  applies  as  well  to  all  prepaid  expenses.  Again, 
the  anticipated  deferment  should  not  at  all  be  connected  with 
securing  current  orders ;  further,  the  question  of  possible  can- 
cellation of  orders  requires  consideration,  as  well  as  that  which 
will  attempt  to  determine  how  much  of  the  expense  actually  was 
productive.  Salesmen's  traveling  expenses  ought  never  to  be 
deferred.  Whatever  expenses  are  deferred  should  be  charged 
off  as  deliveries  are  made. 

Prepaid  taxes  seldom  are  encountered  inasmuch  as,  usually, 
assessments  are  based  upon  the  calendar  year  regardless  of  when 
payments  are  due.  Special  taxes,  however,  generally  are  paid 
in  advance,  so  that  a  prepaid  amount  should  be  taken  into 
account.  In  this  connection,  the  tax  receipt  should  be  scrutinized 
for  verification  of  the  period  covered. 

Bond  discount  should  be  written  off  during  the  life  of  the  bonds 
concerned.  The  procedure  depends  basically  upon  the  retire- 
ment provisions  of  the  issue,  inasmuch  as  the  same  method  used 
where  a  bond  issue  falls  due  all  at  once  cannot  well  be  applied 
to  a  situation  where  the  bond  retirement  is  annually  or  other- 
wise in  portions.  In  order  to  audit  bond  discount  (and  bond 
premium)  intelligently,  the  auditor  should  have  some  acquain- 
tance with  the  principles  of  actuarial  science.  The  account  with 
Bond  Discount  should  be  analyzed ;  bond  premium  should  not 
be  included  thereunder. 

Prepaid  rent  should  be  written  off  during  the  periods  benefited 
thereby.  In  auditing  this  item,  the  rent  for  the  period  under 
survey  should  be  accounted  for,  this  including  the  adjustment 
of  the  account  at  the  commencement  of  the  period  if  such  account 
then  existed. 

Extraordinary  expenditures  covering  repairs  and  maintenance 
of  property  assets   should  not  be  carried  as  deferred  charges 
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unless,  perhaps,  due  to  the  element  of  obsolescence ;  hereunder, 
some  ground  may  exist  for  carrying  at  least  a  portion  thereof 
as  a  deferred  item  —  or  booking  same  as  a  capital  expenditure. 

Where  legal  expense  is  deferred,  the  auditor  should  determine 
what  it  represents  and  how  it  is  being  written  off.  Any  defer- 
ment thereof,  generally,  should  not  be  for  a  long  time.  The 
account  of  Legal  Expense  should  not  hold  current  legal  expendi- 
tures. 

The  Organization  Expense  account  should  represent  exactly 
what  it  is  supposed  to  contain,  and  provision  should  be  made  to 
write  it  off  within  a  reasonable  length  of  time. 

Moving  expense  paid  in  advance  requires  no  comment  other 
than  has  been  suggested  in  connection  with  other  items  supposedly 
of  a  deferred  nature.  As  a  deferred  charge,  this  expense  should 
be  permitted  to  remain  but  temporarily  upon  the  records. 

Freight  on  consigned  goods  should  not  be  abnormal  in 
amount.  The  size  of  the  account  will  depend  upon  the  volume  of 
the  business  and  the  nature  of  the  transactions.  Further,  the 
account  should  not  be  permitted  to  act  as  a  repository  in  which 
to  bury  items ;  commonly,  also,  the  account  is  subject  to  con- 
siderable clerical  error. 

Deferred  Charges  to  Operations:  Federal  Reserve  Sugges- 
tions.—  The  Federal  Reserve  Bulletin  has  the  following  to  say 
on  the  subject  of  deferred  charges : 

"Under  this  heading  in  the  Balance  Sheet  arc  grouped  such  items  as 
unexpired  insurance,  bond  discounts  applicable  to  a  future  period,  pre- 
paid royalties,  experimental  charges,  etc.  After  the  clerical  accuracy 
of  the  deferred  charges  has  been  verified  the  auditor  should  satisfy 
himself  thai  they  are  properly  carried  forward  to  future  operations. 

"Wherever  possible,  documentary  proof  must  be  produced  in  support 
of  the  items  carried  forward,  as,  for  example,  with  unexpired  insurance 
the  policies  must  be  examined  to  verify  the  dates  of  expiration,  the 
amounts  covered,  and  the  proportion  of  the  premiums  carried  forward  ; 
with  royalties  the  agreements  must  be  examined;  with  experimental 
charges  the  vouchers  anil  particulars  of  the  work  done  must  be  looked 
into 

•'  I  be  examination  of  the  deferred  1  barges  will  usually  furnish  the  auditor 
with  valuable  information  in  regard  to  the  accounts   of  the   company, 
as,  1 
(1)    The    verification    of    experimental    charges    tarried     forward    will 
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generally  furnish  information  as  to  the  production  and  future  policy 
of  the  company. 

(2)  Royalty  vouchers  will  generally  furnish  a  check  on  the  production 
of  the  mines. 

(3)  An  examination  of  the  insurance  policies  will  show  if  the  properties 
are  mortgaged  or  covered  by  lien,  and  thus  be  an  additional  veri- 
fication of  the  liability  for  mortgages  on  real  estate,  buildings,  etc., 
shown  in  the  Balance  Sheet. 

(4)  The  assets  covered  by  insurance  will  be  ascertained  and  if  any 
omissions  are  discovered  they  should  be  mentioned." 


CHAPTER  XI 
AUDIT  OF  THE  LIABILITY  ACCOUNTS 

Introduction.  —  Although  the  discussion  of  the  general  prin- 
ciples underlying  the  verification  of  the  assets  has  consumed  con- 
siderable space,  one  should  not  assume  that  the  comments  offered 
in  connection  with  auditing  the  liability  accounts  should  absorb 
a  proportionate  amount,  inasmuch  as  many  of  the  fundamentals 
discussed  in  connection  with  assets  may  be  applied  to  considerable 
advantage  in  the  current  instance.  It  is  not  the  purpose  to  re- 
iterate fully  hereon. 

Again,  the  auditor's  attitude  toward  his  problem  may  be 
emphasized  forcefully.  The  clues  that  register  upon  his  mind 
indicating  the  possibility  of  irregularities  should  not  be  passed 
over  lightly,  even  though  some  of  them  at  first  blush  seem  to 
possess  but  slight  significance.  He  should  refuse  to  pass  these, 
however  unimportant  they  may  be,  until  all  means  have  been 
exhausted  to  determine  their  value.  Under  certain  circum- 
stances, a  failure  to  diagnose  properly  may  represent  only 
the  commitment  of  a  professional  error;  again,  the  conditions 
may  be  such  that  the  auditor  may  render  himself  liable  legally 
for  negligence.  Even  where  the  record  of  liabilities  appears 
to  be  wholly  in  order,  it  would  seem  that  he  should  hesitate 
before  passing  on  to  something  else,  ask  himself  the  following 
questions,  and  be  governed  accordingly  : 

i.   What  search  may  be  made  outside  of  the  books  looking 

toward  tin-  discovery  of  hidden  liabilities? 
:.   What  possibility  exists  i"<»r  tin-  liability  entries  actually  made 

being  in  errors 

General  Principles  Underlying  the  Verification  of  all  the 
Liabilities.  Certain  principles  seem  applicable  generally  in 
verifying  the  liabilities,  regardless  of  kind.  I'm  begin  with,  the 
internal  checks  in  the  accounting  system  with  regard  t"  having 
them  recorded  properly  should  be  studied  carefully  in  an  attempt 
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to  locate  the  weak  spots ;  these  latter  should  present  clues  as  to 
the  types  of  errors  that  might  be  made.  For  example,  if  the 
internal  check  over  purchases  seems  entirely  adequate,  covering 
particularly  the  proper  entry  of  purchase  invoices,  it  may  be 
assumed  that  errors  which  might  occur  here  are  improbable. 

Again,  reasonable  search  should  be  made  for,  and  in,  sources  of 
information  other  than  the  books  of  account.  If  the  attitude 
be  adopted  that  the  books,  at  best,  tell  the  truth  only  in  part, 
the  auditor  at  least  to  this  extent  attempts  to  fulfill  his  obliga- 
tions in  connection  with  this  angle  of  the  case.  For  example, 
a  hidden  note  of  a  considerable  amount  was  uncovered  by  com- 
municating with  an  out-of-town  bank  in  which  no  deposits  were 
then  carried  but  whose  name  was  dropped  in  the  course  of  a 
casual  conversation  as  to  what  banks  other  than  local  might 
finance  a  particular  contract  upon  which  bids  were  being  pre- 
pared ;  in  this  instance,  the  interest  payments  had  been  taken 
care  of  outside  of  the  books.  Sources  such  as  public  records, 
banks,  and  terms  on  invoices  and  contracts  should  not  be  over- 
looked in  this  connection. 

Conversation,  or  otherwise,  as  to  the  meaning  of  an  accrual, 
in  one  case  developed  the  fact  that  the  bookkeeper  was  ignorant 
entirely  of  such  items.  Again,  the  scrutiny  of  one  account,  or 
of  a  transaction  affecting  a  certain  account  automatically  may 
register  on  the  auditor's  mind  that  a  particular  offsetting  entry 
is  required ;  incoming  goods,  for  example,  near  the  end  of  a 
period  are  to  be  debited  to  an  Inventory  account,  and  must  be 
credited,  therefore,  to  a  liability  account  regardless  of  whether 
or  not  documentary  evidence  in  the  form  of  an  invoice  is  on  hand. 
The  fact  that  title  to  an  asset  must  pass  to  the  purchaser  before 
the  asset  can  be  booked  properly  so  as  to  be  offset  by  a  liability 
suggests  that  certain  assets  may  belong  to  a  client  even  though 
not  as  yet  on  the  premises ;  for  example,  goods  in  transit,  usually, 
are  not  booked  until  such  character  is  changed  to  goods  in  hand. 
Again,  if  the  auditor  ascertains  the  basic  purpose  for  which  his 
report  is  to  be  used,  he  can  determine  whether  the  possibility 
exists  of  encountering  inflated  liabilities  or  understated  obli- 
gations ;  if  a  plan  is  on  foot  to  have  certain  interests  in  the  busi- 
ness sell  out,  liabilities  may  be  inflated  ;  whereas,  if  a  credit  report 
is  desired,  the  liabilities  may  be  understated. 
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The  mere  fact  that  a  Balance  Sheet  shows  a  certain  amount  of 
obligations  as  being  in  existence  should  not  cause  an  auditor  to 
err  in  assuming  that  these  are  reflected  by  the  books  of  account ; 
even  though  the  latter  may  contain  everything  in  order,  it  is 
possible  that  the  submitted  Balance  Sheet  does  not  agree  there- 
with and  represents  a  false  condition.  Again,  if  an  auditor 
determines  the  relationship  of  his  client  to  the  business  under 
scrutiny,  and  then  couches  his  Balance  Sheet  and  report  in  simple 
and  understandable  terms,  he  may  feel  assured  that  what  he 
states  will  not  be  misinterpreted  or  distorted  by  the  person  or 
persons  who  later  have  cause  to  read  them.  Frequently,  book 
account  titles  are  misleading,  and  the  account  arrangements 
upon  the  submitted  statements  as  well ;  for  example,  one  firm 
never  would  hire  an  auditor  unless  the  latter  promised  in 
advance  to  set  out  all  reserves  merely  as  one  item  of  appropriated 
surplus.  Lastly,  care  should  be  observed  to  set  out  liabilities 
by  classes  in  such  a  manner  that  their  effect  upon  solvency  may 
be  secured ;  if  current  liabilities  are  small  in  amount  as  com- 
pared to  current  assets,  but  are  all  due  in  the  near  future,  whereas 
most  of  the  current  assets,  as  accounts  and  notes,  cannot  be 
collected  until  some  time  later,  a  serious  situation  may  exist 
even  though  a  very  fair  condition  may  be  shown  by  omitting  the 
necessary  information  as  to  liability  maturity  dates  and  asset 
realization  date-. 

Notes  (and  Loans)  Payable.  —  These  written  promises  to  pay, 
usually  negotiable  in  form,  may  be  issued  to  settle  open  accounts, 
in  exchange  for  asset  value  as  cash  or  other  assets,  or  in  re- 
newal of  other  notes.  It  seems  in  order,  therefore,  to  trace  them 
so  that  the  auditor  may  satisfy  himself  that  proper  values  were 
received  or  liabilities  reduced,  equal  in  amount  to  the  notes 
issued. 

In  order  to  orient  himself  to  the  present  problem,  the  auditor 
well  may  remember  the  following: 

1.  A  record  of  notes  issued  may  be-  found  on  the  stubs  of  the 
book-  from  which  the  note-  were  detached. 

2.  Record  of  insurance  may  be  found  in  other  books  of  original 

entry. 

3.  Notes  may  have  been  issued  without  any  record  thereoi 

having  been  made. 
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4.  Since  it  is  necessary  in  a  corporation  for  the  directors  to 
authorize  the  issuance  of  notes,  the  Minute  Book  may  con- 
tain the  requisite  information  relative  to  the  amount  of 
such  obligations. 

5.  In  a  sole  tradership  or  partnership,  the  lack  of  a  record  such 
as  a  Minute  Book  may  mean  that  the  determination  of  the 
amount  of  this  liability  assumes  considerable  difficulty. 

The  conditions  encountered  upon  each  particular  assignment 
should  be  cogitated  upon  most  carefully  so  that  the  proper 
protection  may  be  had  in  the  written  report ;  under  dangerous 
conditions,  the  facts  should  be  stated  in  the  report. 

Upon  the  basis  of  the  Cash  Book,  the  auditor  may  prepare 
a  list  of  cash  receipts  on  account  of  notes  (and  loans)  payable. 
Perhaps  this  was  done  at  the  time  the  receipts  were  vouched; 
usually,  such  will  not  be  the  case.  The  preparation  of  such  list 
should  be  completed  before  any  verification  of  this  liability  is 
attempted ;  next,  this  listing  may  be  checked  out  against  the 
schedule  of  notes  (and  loans)  supposedly  outstanding  as  of  the 
date  of  the  Balance  Sheet  under  audit. 

Notes  and  loans  payable  should  be  schedulized  into  two  or 
three  groups  according  to  payee,  as  those  covering  loans,  those 
covering  prior  obligations  (as  trade  creditors),  and  notes  given 
officers,  employees,  etc.  Those  which  relate  to  loans  have  been 
given  to  banks,  and  perhaps  to  others  —  as  note  brokers,  etc. 
Where  money  has  been  borrowed  from  banks  or  note  brokers, 
it  may  be  assumed  that  the  basic  purpose  of  the  act  was  to  use 
the  money  or  its  equivalent  to  reduce  the  accounts  payable ; 
hence,  if  such  assumption  is  not  warranted  by  the  entries  in- 
vestigated, the  purpose  for  which  the  money  was  used  should  be 
inquired  into. 

Notes  covering  loans  are  secured  or  unsecured.  Each  kind 
may  be  listed  separately,  notations  being  made  as  to  date,  credi- 
tor, due  date,  interest  rate,  amount,  interest  accrued  to  date 
of  audit,  interest  prepaid  at  date  of  audit  (if  discounted),  indors- 
ers,  whether  original  or  renewal,  and  collateral  security.  Re- 
newal notes  should  be  mentioned,  inasmuch  as  their  presence 
warrants  the  suspicion  that  liabilities  cannot  be  settled  as  they 
fall  due.  The  scrutiny  of  the  Minute  Book  should  have  produced 
notations  as  to  Directors'  loan  authorizations,  or  for  authority 
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given  some  officer  to  negotiate  loans  up  to  a  certain  amount. 
Notes  and  loans  should  be  verified  by  correspondence  and  the 
request  for  information  should  be  worded  in  a  general  way  so 
as  to  uncover  all  in  existence  rather  than  those  specifically  re- 
corded;  further,  there  should  be  included  a  call  for  indicating 
all  collateral  held.  After  replies  have  been  compared  with  the 
book  record  and  the  listing  as  prepared,  the  discrepancies 
uncovered  should  be  adjusted  as  necessary.  A  properly  worded 
inquiry  frequently  brings  to  light  items  other  than  those  indicated 
by  the  books  ;  again  it  may  uncover  the  fact  that  the  client  is  an 
indorser  of  notes  as  well. 

Notes  which  have  been  sold  to  brokers  should  be  verified  by 
securing  a  report  thereon  ;  all  cash  received  must  be  traced  into 
bank.  Such  notes  bear  interest  from  date  of  sale.  Notes  sent 
to  brokers  for  sale,  but  unsold,  should  be  listed ;  these  latter 
may  be  omitted  from  the  Balance  Sheet  but,  preferably,  they 
should  be  shown  thereon  offset  by  a  charge  to  the  broker. 

Canceled  notes  should  be  examined  to  make  certain,  among 
other  things,  that  their  negotiability  is  destroyed  ;  if  they  are  not 
available,  the  auditor  should  protect  himself  in  his  report.  A 
scrutiny  of  the  payment  side  of  the  Cash  Book  should  present 
clues  to  notes  not  recorded  (interest  payments),  with  exceptions 
indicated  above. 

Nntes  issued  against  prior  obligations  must  be  considered 
carefully.  Those  covering  contracts  or  purchases  may  be 
verified  cither  from  correspondence  on  file  or  by  certificates 
secured  from  the  holders  should  the  tiles  produce  insufficient 
information.  Notes  related  to  purchases  may  be  O.K.,  as  where 
of  large  amounts,  or  they  may  indicate  a  strain  of  financial  weak- 
ness;  financial  weakness  may  exist  or  there  may  be  merely  an 
improper  provision  for  working  capital. 

Notes  given  for  services  rendered  or  presumed  to  have  been 
rendered  usually  represent  existing  weakness  since,  ordinarily, 
services  are  paid  for  in  actual  cash  or  by  check.  Infrequently, 
the  existence  of  such  notes  may  be  explained  entirely  to  one's 
satisfaction  as  where,  in  a  close  corporation,  notes  have  been 
given  to  officers  in  consideration  of  their  not  drawing  salaries, 
in  part  at  least.  Nevertheless,  each  such  note  encountered 
should  be  examined  most  (artfully  so  that  it-  meaning  is  under- 
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stood  clearly.  It  may  be  necessary  in  an  attempt  to  clear  up 
the  matter  satisfactorily  to  communicate  with  the  persons  who 
received  such  notes  so  as  to  secure  their  explanation  thereof. 

The  Federal  Reserve  Bulletin  suggestions  covering  notes  and 
bills  payable  are  as  under  : 

"Under  this  caption  appear  notes  payable  and  drafts  accepted. 

Schedules  should  be  prepared  under  the  subcaptions,  and  in  columns 
headed : 
Date  of  making  the  notes  or  drafts 
Due  dates 
Names  of  creditors 
Collateral  hypothecated 
Additional  indorsers 
Interest  accrued  to  date  of  audit 

Notations  of  renewals  (as  information  of  this  nature  furnishes  a  guide 
to  the  state  of  the  concern's  credit) 
"The  schedule  must  be  compared  with  the  Notes  Payable  Book  and  the 
total  of  the  aggregate  must  agree  with  the  balance  of  the  Ledger  account 
of  Notes  Payable. 
"Statements  must  be  obtained  from  all  banks  and  brokers  with  whom 
the  concern  does  business,  showing  all  notes  and  drafts  discounted  or 
sold  by  them  for  the  benefit  of  the  concern.     These  statements  when 
received  must  be  checked  against  the  loans  shown  on  the  concern's 
books  and  approved  in  the  minutes  of  the  company. 
"Inasmuch  as  a  note  is  a  negotiable  instrument,  care  must  be  taken  to 
see  that  all  of  those  recorded  as  paid  during  the  year  under  audit  have 
been  properly  discharged,  and  the  cancelled  notes  are  the  best  evidence 
of  this  fact. 
"Careful  attention  should  be  given  to  the  collateral  deposited  for  loans, 
and  statements  as  to  the  existence  of  such  collateral  should  be  ob- 
tained from  the  holders  thereof.     Such  hypothecation  of  any  of  the 
concern's  assets  should  be  accounted  for  on  the  Balance  Sheet. 
"When  practicable  the  auditor  might  suggest  to  the  client  the  advisability 
of  drawing  notes  payable  on  blanks  bound  in  a  book,  like  a  Check 
Book,  with  a  stub  for  each  blank,  the  blank  and  stub  to  bear  identical 
numbers.     The  officer,  or  officers,  signing  the  notes  could,  in  such 
case,  initial  the  stub  as  a  certificate  to  the  amounts,  payees,  and  terms 
of  the  notes  issued.     If  this  were  done,  the  auditing  of  the  bills  payable 
would  be  greatly  facilitated." 

Accounts  Payable.  —  The  auditor's  attitude  toward  the  ac- 
counts payable  should  be  that  only  infrequently  will  an  overstate- 
ment occur ;  more  particularly  is  an  understatement  apt  to  be 
encountered  —  as  where   no    satisfactory  internal  check  exists 
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over  purchase  invoices,  where  credit  or  a  loan  is  desired,  etc. 
Accounts  payable  that  come  into  existence  through  the  purchase 
of  materials  and  supplies,  in  the  usual  course  of  events,  either 
are  recorded  in  an  Accounts  Payable  Ledger  or  are  handled 
upon  a  voucher  system  basis.  Hence,  the  audit  of  this  liability, 
as  to  procedure,  seems  to  depend  upon  which  variation  is 
encountered,  particularly  so  in  the  approach  made. 

In  the  event  that  an  Accounts  Payable  Ledger  is  operated,  the 
first  contact  may  be  indicated  about  as  under : 

1.  Secure  Trial  Balance  (or  abstract)  of  the  Ledger  (or  prepare 
one ) . 

2.  Verify  account  balances. 

3.  Compare  such  balances  with  Ledger  abstract. 

4.  Agree  abstract  total  with  that  on  the  General  Ledger  Trial 
Balance  (or  Balance  Sheet),  and  with  the  total  of  the  con- 
trolling account.  If  a  control  does  not  exist,  one  may  be 
t  <>nstructed. 

Where  a  Voucher  Register  is  found  without  an  Accounts  Pay- 
able Ledger  operated  in  connection  therewith  (as  is   apt    to   be 

the  case),  the  following  variations  in  attack  are  of  interest: 

1.  Secure  list  of  accounts  unpaid  and  outstanding  for  prepare 
one)  ;  if  prepared,  such  list  may  be  constructed  in  any  one 
of  the  following  ways  : 

a.  List  the  unpaid  vouchers  in  the  file : 

i.  Check  this  against  the  open  items  in  the  Register,  or 
ii.  Do  not  thus  check. 

b.  List  the  open  items  upon  the  Voucher  Register  (omitting 
the  file  contact). 

2.  Total  the  open  accounts  thus  listed  and  agree  such  total 
with  the  controlling  account  balance,  and  with  the  state- 
ment balance. 

The  unpaid  item-  are  analyzed  profitably  to  : 

1.  Exclude  all  which  arc-  not  trade-  accounts  not  true- 
accounts  payable.     It  is  to  be  remembered  that  "accounts 

payable"  a-  a  term  may  be  of  general  significance  only,  the 

individual  accounts  differing  in  their  character. 

2.  Exclude  all  which  have-  debit  balances,  these  presumably 
representing  rec  barges,  overpayments,  eti ,     The  total  debit 
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balances,  after  verification  should  be  set  out  in  the  Balance 
Sheet  as  accounts  receivable.  This  separation  and  display- 
are  demanded  so  that  the  exact  situation  with  regard  to  the 
accounts  payable  and  accounts  receivable  may  be  shown ; 
one  class  ought  not  to  be  used  as  an  offset  against  the  other. 

Frequently,  it  may  be  desirable,  commensurate  with  time  and 
circumstances,  to  age  the  accounts.  The  reason  for  doing  this 
is  to  determine  whether  the  credit  of  the  business  is  being  unduly 
stretched,  and  to  ascertain  the  current  need  for  funds.  Ac- 
counts which  are  past  due,  but  not  in  dispute,  require  a  separate 
Balance  Sheet  set  out ;  those  which  are  in  dispute  should  be 
investigated  sufficiently  to  determine  their  exact  status.  In 
fact,  all  the  accounts  should  be  scrutinized  so  as  to  ascertain 
their  exact  character.  If  any  accounts  are  past  due  or  if  dis- 
counts for  cash  or  early  payment  have  been  neglected  (not  being 
regularly  taken),  it  seems  fair  to  assume  that  the  concern's 
financial  policy  is  at  fault  —  perhaps  the  business  is  on  the 
verge  of  insolvency ;  usually,  it  is  considered  to  be  profitable 
to  borrow  money  somewhere  to  take  advantage  of  discounts. 

Not  only  does  it  appear  to  be  a  good  practice,  where  feasible, 
to  circularize  the  accounts  payable  creditors,  who  do  not  send 
in  statements  in  regular  course,  in  attempting  to  verify  balances, 
but  such  act  should  be  done  with  every  disputed  account ;  in 
fact,  if  the  privilege  of  doing  this  is  denied,  free  access  to  the 
correspondence  files  is  in  order  and,  in  the  event  of  failure  to 
secure  this  privilege,  the  report  ought  to  be  qualified  accordingly. 
A  comparison  of  creditors'  statements  with  account  balances 
should  not  be  neglected  since  such  procedure  may  uncover 
unrecorded  liabilities. 

Some  examination  of  the  cash  payments  record  should  be  made 
to  unearth  invoices  paid  in  periods  other  than  the  one  to  which 
they  belong.  Frequently,  invoices  applicable  to  the  last  month 
of  a  fiscal  period,  received  late,  are  omitted  from  the  books 
entirely,  being  paid  and  booked  at  some  later  time ;  hence,  this 
matter  should  receive  attention  as  of  both  the  beginning  and  the 
end  of  the  audited  period.  Just  how  far  the  auditor's  examina- 
tion should  proceed  along  these  lines  seems  difficult  to  state, 
as  conditions  vary,  but  a  general  rule  to  follow  would  seem 
to  be  that  he  should  scrutinize  carefullv  all  vouchers  for  the  first 
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two  or  three  months  of  the  period  under  audit  and  for  the  two 
or  three  months  following  the  close  of  such  period.  By  doing 
this,  items  which  have  no  bearing  on  the  audited  period  may  be 
excluded,  whereas  those  which  relate  thereto  may  be  included. 

The  Federal  Reserve  Bulletin  suggestions  covering  accounts 
payable  are  as  follows : 

"A  list  of  balances  due  on  open  accounts  must  be  prepared  and  carefully 
checked  with  the  Ledger  accounts,  care  being  taken  to  see  that  no  open 
account  on  the  Ledger  has  been  omitted  from  the  list.  It  should  be 
ascertained  that  the  balances  represent  specific  and  recent  items  only. 
When  an  account  does  not  appear  regular  a  statement  from  the  creditor 
should  be  obtained.  If  there  are  many  such  accounts  in  dispute,  and 
they  amount  to  so  large  a  sum  as  to  affect  appreciably  the  total  of  cur- 
rent liabilities,  the  general  causes  for  the  disputes  should  be  inquired 
into  and  note  made  of  the  matter  for  the  consideration  of  the  banker. 

"In  concerns  with  modern  voucher  systems  accounts  payable  are  easily 
verified,  as  all  liabilities  are  then  included  in  the  books  when  incurred. 
Care  should  be  taken,  however,  to  see  that  all  goods  received  on  the 
last  day  of  the  fiscal  period,  as  shown  by  the  receiving  records,  and  also 
all  goods  that  were  in  transit  and  belonged  to  the  concern  on  that 
date,  are  included  as  liabilities,  and  the  corresponding  assets  included 
in  the  inventories.  This  test  is  necessary,  as  an  increase  in  the  accounts 
payable  may  have  a  very  important  bearing  on  the  financial  position 
of  the  concern  if  the  cash  on  hand  is  small.'' 

Accrued  Liabilities.  —  Except  possibly  wrhere  a  business  oper- 
ates upon  a  cash  basis,  accrued  liabilities  must  not  be  forgotten 
(and  preferably  in  the  first  instance  also),  so  that  they  may- 
be placed  in  the  Balance  Sheet  to  set  out  the  financial  position 
properly.  The  offsetting  debits  involved  affect  the  operating 
statements.  Where  a  satisfactory  system  of  bookkeeping  is  en- 
countered, the  liabilities  are  absorbed  by  the  accounts  as  rapidly 
as  bills  are  approval  for  payment,  and  accruals  usually  are  not 
forgotten;  on  the  other  hand,  if  indifference,  carelessness,  and 
laxity  are  encountered,  numerous  accruals  will  be  found  to  exist 
and,  owing  to  the  manner  in  which  the  liabilities  are  brought 
into  the  accounts,  considerable  difficulty  may  be  experienced  in 
determining  the  proper  an  rued  amount-.  In  certain  cases,  the 
exact  amount  of  the  liability  i->  determinable;  in  other-,  an 
estimate  i-  in  order.  However,  if  the  audit  is  made  sufficiently 
nd  the  <  lose  «'f  the  period  under  scrutiny,  the  exa<  t  amount 
of  all  accruals  should  not  be  a  difficult  task  to  determine. 
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Interest  accrued,  ordinarily,  is  verified  when  the  liabilities 
carrying  interest  are  examined  —  as  bonds  or  mortgage  payable, 
and  notes  payable  (covering  loans  running  beyond  the  period 
being  examined).  Interest  on  overdue  accounts  payable  should 
be  taken  up.  In  certain  cases,  items  representing  such  liabili- 
ties will  be  found  upon  the  books  —  as  where  bond  interest  is 
booked  monthly ;  in  others,  the  books  are  clear  of  such.  In 
any  event,  the  liability  booked  must  be  verified,  or  its  amount 
calculated  so  that  entry  may  be  made  to  cover.  Whenever 
confirmation  is  asked  from  the  holder  of  an  obligation  in  verifi- 
cation thereof,  inquiry  should  be  directed,  also,  toward  ascer- 
taining the  amount  of  interest  accrued  thereunder.  Interest 
accrued  on  notes  payable,  on  bonds  payable,  and  on  overdue 
accounts  payable  should  be  set  out  separately  in  the  Balance 
Sheet.  Taxes  which  are  overdue,  liens,  and  judgments  carry 
interest. 

The  verification  of  interest  accrued  on  bonds  outstanding 
should  be  made  at  the  time  the  interest  paid  thereon  is  ascer- 
tained through  coupons  or  checks  canceled  (see  bonds,  post). 
For  example,  Interest  on  Bonds  account  is  debited  and  Interest 
Accrued  on  Bonds  account  credited,  for  a  certain  amount,  and 
then  a  special  deposit  is  placed  with  some  financial  institution 
equal  in  amount  to  the  bond  interest.  As  coupons  or  canceled 
checks  are  returned  by  this  fiscal  agent,  the  Interest  Accrued 
account  is  debited  and  the  special  cash  account  is  credited ; 
hence,  the  special  cash  account  balance  should  equal  in  amount 
the  interest  accrued  but  unpaid.  The  cash  balance  is  verified  in 
the  usual  way  shown  previously,  after  which  the  amount  thus 
reported  is  checked  by  totaling  the  coupons  or  checks  as  yet 
outstanding.  The  above  comments  apply,  on  the  whole,  to 
both  coupon  and  registered  issues ;  as  to  the  latter,  checks  are 
encountered,  not  coupons.  Considerable  variance  in  situations 
may  be  met  with,  some  not  being  as  simple  of  solution  as  the 
above,  as  where  an  interest  period  does  not  terminate  on  the  end 
of  the  company's  fiscal  year ;  hereunder,  the  account  with  in- 
terest accrued  may  indicate  two  things  —  interest  accrued  due 
but  unpaid,  and  interest  accrued  not  due. 

Where  dividends  declared  are  unpaid  as  of  Balance  Sheet 
date,  the  liability  therefor  should  be  set  up  inasmuch  as  under 
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such  a  condition  payment  thereof  can  be  forced  by  the  Court  ; 
in  nature,  they  seem  similar  to  interest  accrued.  The  Minute 
Book  should  show  each  declaration,  and  the  other  records  would 
show  the  payment  ;  dividends  are  paid  by  check.  The  dividend 
liability  is  current  even  though  the  declaration  was  made  on 
the  last  day  of  the  company's  operating  year.  The  auditor's 
prime  concern  with  respect  to  dividends  is  to  satisfy  himself  that 
the  declaration  was  entirely  lawful  and  proper,  —  that  they 
are  not  to  be,  or  were  not,  paid  out  of  capital.  In  the  event  that 
profits  have  not  been  earned,  and  a  declaration  is  made,  those 
interested  can  follow  whatever  was  paid  out  and,  legally,  compel 
a  refund ;  and  where  such  refund  fails,  the  directors  of  the 
company  may  become  personally  liable.  Further,  the  fund  on 
deposit  should  equal  the  liability.  Basically,  the  verification 
procedure  is  similar  to  that  where  interest  has  been  paid  by 
check.  Cumulative  dividends  should  beindicated  on  the  Balance 
Sheet  as  a  footnote  thereto. 

Wages  accrued  frequently  are  not  found  on  the  books,  this 
condition  requiring  the  auditor  to  set  up  the  liability  therefor; 
particularly  is  this  non-booking  encountered  when  a  voucher 
System  is  not  in  operation.  The  adjustment  made  may  be  done 
<>n  a  fractional  basis  rather  than  through  a  detailed  analysis  of 
all  the  time  cards.  Naturally,  an  adjustment  at  the  end  of  the 
period  cannot  be  considered  as  completing  the  requirement;  the 
same  adjustment  should  be  recognized  at  the  period's  beginning. 

The  comments  just  above  apply  equally  well  to  salaries.     It  is 
»sary  hereunder  not  to  omit  salaries  of  traveling  salesmen  or 
agents. 

Taxes,  regardless  of  the  times  of  the  year  at  which  payable, 
accrue  as  time  passes.  The  taxes  accrued  may  be  determined 
in  part  from  an  examination  of  the  tax  receipts  for  the  previous 
year  or  period  antedating  the  one  under  audit.  When'  property 
additions  have  not  been  made  prior  to  the  current  period's 
-imnt  date,  or  where  the  tax  rate  has  not  been  changed,  the 
hould  be  the  same  amount  as  before.  Where  such  changes 
have  occurred,  the  currenl  assessment  may  be  verified  by  com 
municating  with  the  local  authorities.  Further,  the  auditor 
should  satisfy  himself  all  taxes  prior  to  the  year  examined  have 
been  paid.      If  taxes  happen  to  be  taken  lip  in  the  books  month 
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by  month,  the  total  at  the  end  of  the  year  or  period  being  audited, 
as  a  liability,  should  be  correct.  Provision  should  be  made,  as 
a  liability,  for  Federal  and  State  income  taxes. 

Gas,  water,  and  electricity  rates  often  are  paid  quarterly  or 
semi-annually.  At  the  end  of  a  period,  should  any  of  these 
have  been  used  but  no  payment  made  to  cover,  an  accrued  lia- 
bility exists  for  entry  on  the  Balance  Sheet ;  however,  pending 
receipts  of  bills,  an  estimate  of  the  amounts  is  necessary. 

Sundry  accrued  liabilities  for  traveling  expenses,  commis- 
sions, legal  or  accounting  service,  damage  claims,  and  for 
expense  bills  of  whatever  nature  should  not  be  forgotten,  as 
so  often  happens.  At  times,  for  some  of  these,  bills  will  be 
on  hand  unpaid  and,  again,  no  bills  at  all  will  be  available. 
Traveling  expenses  may  be  secured  from  expense  reports  ren- 
dered or  paid  just  after  the  close  of  the  period  audited.  Com- 
missions on  sales  are  due  as  soon  as  goods  are  shipped  and  billed, 
even  though  a  particular  practice  may  exist  of  not  paying  the 
salesman  until  after  the  customer  has  settled  his  account.  The 
liability  for  unpaid  attorney's  or  accountant's  fees,  at  times,  can- 
not be  secured  except  from  the  Minute  Book  which  may  show 
litigation  in  progress,  and  from  the  auditor's  own  knowledge  of 
what  services  he  has  rendered.  The  liability  covering  damage 
suits  not  covered  by  insurance,  also,  may  not  be  shown  anywhere 
except  in  the  Minute  Book.  Claims  for  damages,  where  con- 
ceded by  the  attorneys,  should  be  provided  for  by  means  of  an 
accrual ;  but  where  the  suit  outcome  is  questionable,  a  reserve 
to  cover  should  be  provided. 

As  a  final  precaution,  after  having  scrutinized  Minutes, 
unrecorded  invoices,  bills  covering  goods  in  transit  or  goods 
received  near  the  beginning  of  the  subsequent  period  but  appli- 
cable to  the  audited  period,  consignors'  accounts  and  statements, 
etc.,  the  auditor  should  secure  a  certificate  from  a  responsible 
officer  that  all  liabilities  for  purchases,  expenses,  etc.,  have  been 
taken  up  in  the  books,  and  that  no  claims,  liens,  or  suits  exist 
against  the  business. 

Deferred  Income  ;  Contingent  Liabilities.  —  Receipts  of  cash 
paid  in  advance  of  being  earned,  representing  a  portion  or  all  of 
the  consideration  underlying  a  contract  entered  into  to  be  per- 
formed in  the  future,  should  be  treated  as  deferred  income  — 
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as  a  liability  of  the  audited  period  to  be  applied  against  the 
income  of  future  periods.  This  would  be  true,  for  example,  in 
the  case  of  subscriptions  paid  in  advance  for  newspapers  or 
periodicals  (to  a  publishing  house),  tuition  paid  in  advance 
to  a  school,  deposits  made  where  goods  are  to  be  manufactured 
under  special  orders,  etc.  The  failure  to  record  such  liabilities 
as  the  above,  assets  of  some  kind  having  been  receive*  1, 
causes  the  profits  of  the  period  to  be  inflated  by  the  amount 
involved. 

On  the  other  hand,  contracts  may  be  in  existence  which  are 
entirely  executory  from  the  viewpoint  of  both  parties,  as  where 
orders  have  been  accepted  for  future  delivery  (open  market 
orders)  or  where  something  is  to  be  erected  but  payment  denied 
until  partly  or  fully  completed.  Although  such  obligations  may 
not  be  recorded  in  regular  course,  the  liability  thereunder  exists, 
and  care  should  be  observed  to  unearth  such.  In  the  present 
instance,  the  danger  of  inflating  profits  need  not  be  considered 
since  do  asset  of  any  kind  will  have  been  received  that  requires 
booking  as  would,  say,  cash.  Frequently,  the  only  sources  of 
information  available  to  the  auditor  are  the  correspondence  files 
or  the  files  of  contracts  on  hand.  Even  though  he  may  be  in 
favor  of  omitting  such  liabilities  from  the  Balance  Sheet,  the 
always  existing  possibility  that  one  or  more  of  such  items  may 
result  disadvantageously  to  the  audited  concern  seems  a  basic 
reason  for  their  inclusion  in  the  Balance  Sheet  in  some  manner. 
even  if  no  more  than  referring  thereto  in  a  footnote.  Further, 
if  possible,  the  report  should  contain  some  comment  as  to  whether 
SUCfa  contnu  ts  seem  of  value  to  the  business  or  appear  of  question- 
able worth  thereto. 

Contingent  liabilities,  such  as  discounted  notes  receivable, 
accommodation  indorsement-,  warranties  and  guaranties,  signing 
of  a  surety  bond,  et« ..  should  be  recognized  and  provision  made 
to  indicate  sut  h  in  the  Balan<  e  Sheet.     In  some  1  ases,  it  may  be 

entirely  satisfactory  to  refer  thereto  by  mean>  of  a  footnote;    in 

other-,  a  regular  entry  procedure  should  be  follow!  r  dis- 

counted notes  :    and  in  other-,  it   may  be  desirable  to  1 
them  by  mean-  of  a  reserve.     In  fact,  the  lasl  two  metho 
treatment  are  to  be  preferred  to  the  iir-t ;    the  first  method  of 
handling  seems  to  be  somewhat  of  a  makeshift. 
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Fixed  Liabilities.  —  Some  contract,  deed  of  trust,  or  lien  evi- 
dences the  existence  of  a  fixed  liability ;  the  term  comprehends 
mortgages,  bonds,  and  sundry  liens.  Mortgages  are  not  often 
found  except  as  security  for  notes  —  the  mortgage  covering 
real  property  as  land  or  land  and  buildings,  or  personal  property 
as  chattels.  The  former  is  more  apt  to  be  encountered  than  the 
latter  except  where  either  temporary  or  permanent  financial 
difficulty  has  attacked  the  client  concern. 

Since  the  power  of  mortgage  creation,  in  a  corporation,  rests 
with  the  company's  Board  of  Directors  —  unless  the  by-laws 
or  state  statutes  prohibit  —  the  Minute  Book  should  contain 
references  to  their  existence.  Next,  copies  of  the  mortgage 
should  be  read  and  copious  notes  made  thereon  in  tabulated  form 
as  to  amounts  due,  due  dates,  interest  rates,  properties  covered, 
etc.  Inasmuch  as  the  mortgagor  may  be  required  to  do  certain 
things  under  his  agreement,  such  reading  will  permit  the  auditor, 
also,  to  determine  whether  these  requirements  have  been  met. 
The  public  records  should  be  searched  for  mortgages  therein 
recorded,  and  for  payments  which  have  been  made  to  apply  on 
account ;  legally,  if  payments  made  on  account  to  reduce  the 
original  amount  are  not  recorded,  the  property  incumbrance 
has  not  been  reduced.  In  such  case,  the  recorded  Ken  should  be 
shown  in  the  report  with  the  deductions  covering  unrecorded 
payments  subtracted. 

Next,  it  should  be  determined  that  the  mortgage  interest  has 
been  paid  as  agreed,  and  that  the  interest  accrued  has  been  con- 
sidered ;  unpaid  mortgage  interest  is  an  additional  lien  against 
the  property  covered.  A  note  should  be  placed  upon  the  Bal- 
ance Sheet  covering  properties  mortgaged  ;  or  the  pledged  prop- 
erty may  be  set  out  separately  in  the  body  of  the  statement. 

In  order  that  the  auditor's  report  may  be  as  luminous  as 
possible,  the  object  of  mortgaging  each  piece  of  property  should 
be  known  to  the  auditor.  Mortgages  should  not  be  given  to  a 
corporation  official  for  services  rendered ;  and  they  should  not 
be  given  to  a  creditor  as  security  to  the  damage  of  other  credi- 
tors. Whatever  was  received  as  a  result  of  placing  a  mortgage 
should  be  traced  into  the  records. 

Bonds,  in  effect,  are  secured  promissory  notes  usually  falling 
due  a  number  of  years  subsequent  to  the  date  thereof  —  any- 
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where  from  five  years  upward.  The  shorter  term  bonds  are 
common  to  industrial  enterprises,  whereas  the  longer  term  issues 
are  found  commonly  in  the  public  service  field.  In  the  latter 
instance,  upon  maturity  it  is  frequent  practice  to  effect  a  renewal 
thereof  so  that  the  funds  secured  thereunder  may  be  considered 
as  permanent  in  their  nature  but,  nevertheless,  a  loan  rather 
than  a  capital  investment.  In  fact,  all  bonds,  regardless  of  the 
type  of  lien  security  involved  (first,  second,  or  etc.)  are  a  liability 
different  from  others  only  as  to  security,  manner  of  payment, 
and  date  of  maturity. 

Bond  security  usually  is  by  trust  indenture,  or  mortgage  in 
favor  of  a  trustee  (some  trust  company  or  banking  institution) 
who  is  given  the  power,  when  payment  of  interest  or  principal 
is  defaulted,  to  institute  foreclosure  proceedings  in  behalf  of  the 
bondholders.  The  property  securing  a  bond  issue  may  be  either 
real  or  personal. 

To  begin  with,  both  the  bond  and  a  copy  of  the  mortgage 
should  be  read  most  carefully,  the  relation  of  each  to  the  other 
being  observed.  The  mortgage  should  be  read  as  to  the  wording 
of  the  bonds,  date  of  issue,  par  of  each  bond,  their  security,  how 
redeemed,  and  special  provisions.  The  amount  of  the  property 
covered  by  the  mortgage  securing  the  bonds  should  be  determined 
so  that  which  is  unlicned  may  be  stated  separately  in  the  report ; 
frequently,  the  liened  properties  are  indicated  in  a  Balance  Sheet 
footnote.  Properties  not  covered  by  the  mortgage  repre-ent 
potential  borrowing  strength.  Further,  the  auditor  should  deter- 
mine the  lien  priorities  in  favor  of  each  bond  issue  in  existence. 
The  security  specified  should  be  ample.  And  it  should  be  de- 
termined to  what  extent  the  mortgagor  has  met  the  particular 
requirements  laid  down  to  be  fulfilled. 

Perhaps  some  small  attention  should  be  given  to  a  bond  issue 
as  to  whether  the  bonds  are  coupon  or  registered.  Coupon  bonds 
contain  no  information  as  to  the  ownership  thereof,  the  issuing 
company  evidently  caring  nothing  about  this;  registered  bonds, 
on  the  other  hand,  are  registered  with  the  company  <>r  with 
someone  titled  "  registrar  "  so  thai  the  issuing  enterprise  knows 
to  whom  the  interesl  is  to  1"-  paid.  Primarily,  the  only  differ- 
ence between  a  coupon  bond  and  a  registered  bond  relati 
interest  payment ;  a  coupon  bond  has  interest  coupons  atta<  bed 
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thereto  when  the  bond  is  printed,  whereas,  in  the  case  of  a  regis- 
tered bond  the  interest  is  paid  by  check. 

The  bonds  outstanding  may  be  verified  in  a  number  of  ways 
and  it  may  be  advantageous  for  the  auditor  to  apply  more  than 
one  of  them.  However,  all  of  these  methods  cannot  be  applied 
indiscriminately  to  both  coupon  and  registered  bonds.  For 
both  types,  if  cash  has  been  received  in  payment  therefor,  veri- 
fication may  be  made  through  the  Cash  Book;  if  payment 
was  received  in  the  form  of  some  other  asset,  some  other  related 
record  (as  the  Journal)  wall  be  scrutinized.  The  bonds  unissued 
may  be  accounted  for,  after  which  the  remaining  portion  of  the 
issue  may  be  assumed  as  outstanding  provided  none  are  out  as 
collateral. 

If  the  bonds  are  coupon  bonds,  the  coupons  may  be  used  in 
ascertaining  with  fair  accuracy  the  outstanding  principal ;  if 
all  interest  coupons  for  past  periods  have  been  redeemed,  as 
covered  by  the  Cash  Book,  it  should  not  be  difficult  to  determine 
the  amount  of  the  principal  upon  which  interest  was  paid.  Each 
coupon  carries  a  number  corresponding  to  the  number  on  the 
bond  from  which  it  was  detached.  After  the  coupons  have  been 
paid  and  returned,  by  sorting  the  numbers  in  sequence,  and  by 
observing  the  period  covered  by  each  coupon,  the  amount  of 
bonds  outstanding  may  be  determined.  The  bonds  outstanding 
and  the  interest  paid  thereon  may  be  verified  from  trustee's 
receipts  on  hand,  these  having  been  received  when  interest  in- 
stallments were  paid  over  to  him. 

In  the  case  of  registered  bonds,  the  returned  checks  may  be 
used  for  verifying  both  principal  outstanding  and  interest  pay- 
ment. Where  all  holders  are  registered,  a  certificate  from  the 
registrar  should  establish  the  outstanding  amount ;  again,  the 
Bond  Register  may  be  used  for  this  purpose. 

Bond  scrip  outstanding,  calling  for  the  issue  of  bonds,  should 
be  verified  and  its  amount  added  to  that  of  the  outstanding  bonds 
to  ascertain  the  total  liability. 

If  bonds  in  the  treasury  have  been  signed  by  the  officers,  their 
amount  should  be  set  out  as  treasury  bonds  so  that  the  treasurer 
may  be  charged  with  their  custody.  After  verification,  their 
amount  should  be  shown  in  the  Balance  Sheet  as  a  deduction 
from  the  total  as  issued.     Where  treasury  bonds  have  been  hy- 
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pothecated  to  secure  a  loan,  a  Balance  Sheet  footnote  should  be 
made  covering  such  deposit  as  security,  inasmuch  as  if  the  loan 
should  not  be  repaid,  and  the  bond  security  should  be  sold  as  a 
result,  the  part  of  this  block  of  bonds  becomes  the  liability  rather 
than  the  loan  amount. 

Where  bond  retirement  is  provided  for  through  the  use  of  a 
sinking  fund,  the  agreement  covering  its  creation  should  be 
scrutinized  to  ascertain  that  its  provisions  are  being  met ;  if 
failure  is  noticed  in  this  regard,  the  extent  thereof  should  be  com- 
mented upon.  Bonds  which  have  been  redeemed  should  be 
inspected  to  determine  that  the  cancellation  was  made  properly ; 
the  amount  thereof  may  reduce  proportionately  the  recorded  lien, 
or  it  may  not. 

The  Federal  Reserve  Bulletin  suggestions  concerning  the  audit 
of  bonded  and  mortgage  debt  are  as  under : 

"  A  copy  of  the  mortgages  must  be  examined  and  the  terms  thereof  noted. 
The  amount  of  bonds  registered,  issued,  and  in  treasury,  rate  of  in- 
terest, and  duration  of  the  bonds,  should  be  shown  on  the  face  of  the 
Balance  Sheet.  A  certificate  should  be  obtained  from  the  trust  com- 
pany certifying  the  amount  of  bonds  outstanding,  etc.,  as  verification 
of  the  liability  stated  in  the  Balance  Sheet.  The  interest  on  the  bonds 
outstanding,  shown  in  the  Balance  Sheet,  should  be  calculated  and  rec- 
onciled with  the  interest  on  bonds,  as  shown  in  the  Profit  and  Loss 
account. 

"Sinking  fund  provisions  in  mortgages  should  be  carefully  noted  and  care 
should  be  taken  to  sec  that  they  are  provided  for  in  the  accounts  (if  the 
company,  and  any  default  noted  in  the  Balance  Sheet. 

naed  during  the  period  or  previously  should  be  examined  to 
that  they  have  been  properly  cancelled,  or.  if  they  have  been  de- 
stroyed, a  cremation  certificate  should  be  obtained  from  the  trustees. 

"Mortgages  sometimes  Stipulate  that  the  current  assets  must  be  main- 
tained at  a  certain  amount  in  excess  of  the  current  liabilities,  and  the 
auditor  must  give  due  consideration  to  such  matters  and  any  other 
stipulation  in  regard  to  the  accounts,  or  any  audit  thereof,  that  may  be 
referred  to  in  the  trust  <hv\.  and  see  that  they  have  been  complied  with. 
rtgages.  As  a  mortgage  derives  its  chief  value  from  the  fart  that 
upon  registry  it  becomes  a  lien,  the  auditor  should  verify  the  exist 

01  such  an  obligation  by  inspecting  the  public  records,  QOl  only  with 
refi  juch  as  may  be  found  on  the  company's  books,  bul  also 

any  that  may  appear  on  the  public  records  ax  unsatisfied.  If  the  audi- 
tor lack>  th*  facilities  for  making  a  search  it  will  be  worth 
his  while  to  arrange  with  a  local  lawyer  or  title  company  whereby,  for 
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a  small  fee,  any  mortgages  or  judgments  entered  against  the  concern 
under  audit  will  be  reported  to  him. 

"In  any  event  the  auditor  must  verify  the  amount  as  recorded  in  the 
account,  the  rate,  the  due  date,  and  the  property  covered  thereby. 

"It  should  be  borne  in  mind  that  a  payment  on  account  of  a  mortgage 
must  be  recorded  or  the  entire  amount  will  remain  as  an  encumbrance 
on  the  property.  Therefore,  if  payments  on  account  appear,  the  audi- 
tor should  ascertain  if  they  have  been  so  recorded  ;  if  not,  the  fact  should 
be  noted  on  the  Balance  Sheet. 

"Judgments.  —  The  same  procedure  should  be  followed  in  verifying 
judgments  as  in  verifying  mortgages.  As  many  business  men  consider 
that  the  entry  of  an  invoice  is  an  admission  of  liability,  and  will  not 
permit  the  entry  of  a  claim  which  they  propose  to  fight,  it  is  sometimes 
difficult  for  an  auditor  to  find  evidence  of  such  liens.  Even  admitting 
the  fact,  they  may  still  refuse  to  allow  the  judgment  to  be  entered  on 
the  books  as  a  liability,  in  which  case  it  is  proper  for  the  auditor  to  in- 
clude it  as  a  footnote  on  the  Balance  Sheet  as  a  contingent  liability. 

"Unpaid  interest.  —  When  considering  the  matter  of  liens  it  should  be 
noted  that  interest  unpaid  is  a  lien  as  well  as  unpaid  principal,  so  where 
the  auditor  finds  evidence  of  interest  on  liens  being  in  default,  he  should 
add  it  to  the  principal  in  each  case." 

Conclusion.  —  Sometimes,  the  various  methods  commented 
upon  above  may  fail  in  uncovering  all  existing  liabilities,  as 
perhaps  mechanics'  liens.  Where  circumstances  justify  the 
procedure,  it  may  be  desirable  to  secure  access  to  the  corre- 
spondence files ;  but  more  often  than  not  such  access  will  be 
refused.  Under  such  conditions,  the  auditor's  report  should  be 
particularly  qualified ;  and,  in  general,  it  would  seem  that  fre- 
quent occasion  arises  under  which  the  auditor  will  do  well  to 
qualify  his  report  as  to  the  exact  basis  on  which  his  conclusions 
rest. 
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PROPRIETORSHIP;    RESERVES;    INCOME  AND  EXPENSE 

Capital.  —  Proprietorship  accounts  correspond  to  the  types  of 
business  units  —  those  for  sole  traderships,  those  for  partner- 
ships, and  those  for  corporations.  Under  any  of  these  forms  of 
business,  the  variations  encountered  in  these  accounts  relate 
merely  to  a  separation  and  transfer. 

A  sole  tradership  reflects  proprietorship  or  net  worth  in  one 
capital  account  —  the  investments  and  the  profits  or  losses  year 
by  year  being  passed  thereto.  Since  the  individual  operates 
alone,  he  is  responsible  alone  for  his  acts  and  obligations.  The 
investment  and  profits  belong  to  him  and,  should  circumstances 
demand,  as  where  his  invested  funds  are  insufficient  to  meet 
creditors'  claims,  his  other  personal  assets,  exclusive  of  the  legal 
exemptions,  may  be  liquidated  for  payment  thereof.  An  audit 
of  the  accounts  of  a  sole  proprietorship  may  differ  in  no  way  from 
the  audit  of  a  partnership  or  corporation  so  far  as  assets  and 
liabilities  are  concerned.  The  Capital  account,  however,  should 
be  analyzed  so  that  there  may  be  shown  its  beginning  condition, 
changes  due  to  capital  additions  and  withdrawals,  and  to  profit 
and  loss  effects. 

The  above  considerations  apply  in  a  like  manner  to  tin-  capital 
accounts  of  a  partnership,  exi  ep1  that  in  this  latter  instance  more 
than  one  such  account  i>  found,  and  responsibility,  as  a  rule,  is 
divided.  The  capital  accounts  of  a  firm,  reflecting  diffused 
responsibility,  indicate  the  existence  of  numerous  restrictions. 
Because  of  this,  the  contents  of  partnership  contracts  and  agree- 
ments made  later  supplementing  the  former  ones  originally  in 

existent  e,  should  be  familiar  to  the  auditor  a-  a  basis  for  his  work 
in  the  presenl  connection.     Hence,  in  addition  to  verifying  the 
usual  items  common  to  all  ion.  cm-      assets  and  liabilities 
the  auditor  should  scrutinize  closely  all  accounts  carried  with 
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each  partner,  emphasizing  in  connection  with  the  matters  therein 
displayed  a  strict  compliance  with  the  agreements  in  force. 

Early  in  this  book,  brief  comment  was  made  concerning  the 
reading  of  the  partnership  agreement,  or  the  minutes  (if  a  cor- 
poration), and  the  making  of  intelligent  notations  thereon.  In 
the  case  of  a  partnership  audit,  when  the  auditor  is  ready  to 
commence  his  examination  of  the  capital  accounts,  he  must 
acquaint  himself  again  with  what  was  deduced  therefrom,  par- 
ticularly as  to : 

i.   Agreed-upon  capital  contributions 

2.  Allowance  of  interest  on  capital;    interest  chargeable  on 
drawings 

3.  Partners'  salaries  and  drawings 

4.  Sharing  of  profits  and  losses 

in  order  that  he  may  be  assured  that  the  agreed-upon  provisions 
are  reflected  properly  in  the  accounts. 

In  a  corporation,  the  capital  invested  by  the  stockholders 
is  recorded  separately  from  the  undistributed  earnings.  The 
capital  stock  accounts  should  represent  only  the  par  total  of 
whatever  shares  of  capital  stock  have  been  authorized  by  the 
State.  Increases  or  decreases  in  proprietorship  due  to  profits 
secured  or  losses  incurred  are  taken  care  of  in  one  or  more  sur- 
plus accounts  or  in  a  deficit  account,  and  in  certain  reserve 
accounts. 

The  corporate  charter,  or  certificate  of  incorporation,  is  of 
auditing  import  since  therein  are  set  out  the  company  objects 
and  powers.  By  being  acquainted  with  these,  the  auditor  is 
in  a  position  to  determine  whether  or  not  ultra  vires  acts  have 
taken  place,  and  to  ascertain  whether  or  not  stock  issues,  stock 
preferences,  and  many  other  matters  have  been  taken  care  of 
correctly.  The  corporate  by-laws  are  of  importance  to  the  audi- 
tor second  only  to  the  incorporation  certificate.  And  last,  but 
also  of  great  importance,  is  the  Minute  Book. 

In  a  corporation,  notations  will  have  been  made  relative  to 
the  contents  of  charter,  by-laws,  and  minutes  on  matters  of  prob- 
able audit  import.  Prior  to  auditing  the  capital  stock  accounts, 
many  of  these  notations  must  be  reviewed  in  order  to  freshen 
the  memory  thereon,  as  : 


PROPRIETORSHIP;  RESERVES;  INCOME  AND  EXPENSE      205 

1.  Authorized  capital  stock. 

2.  Factors  underlying  sale  and  disposition  of  capital  stock  — 
especially  price  and  terms.  Premium  received  from  sale 
should  be  set  out  so  that  it  will  not  be  distributed  as  divi- 
dends. The  contact  with  discount  raises  the  question  of 
the  stockholders'  liability  under  statute  in  the  amount  of 
such  discount. 

3.  Extent  of  values  received  where  stock  is  issued  for  property 
or  services.  In  any  event,  regardless  of  consideration,  the 
latter  must  be  legal  under  statute  and  full  value  must  have 
been  received  and  have  been  accounted  for  properly. 

4.  Particular  provisions  supposedly  carried  out  correctly  as  to 
maintenance  of  a  certain  ratio  between  fixed  and  current 
assets,  the  creation  of  specific  reserves,  etc. 

Capital  Stock.  —  It  would  seem  that  the  auditor's  efforts 
hereunder  should  lead  to  the  correct  statement  of  each  kind  of 
capital  stock  in  the  Balance  Sheet  —  as  to  amount,  authorized, 
issued,  and  in  the  treasury.  The  amount  of  each  authorized 
issue  may  be  verified  from  the  incorporation  articles  and,  if 
additions  have  been  made  to  the  original  amounts,  each  such 
should  be  authorized  by  the  minutes,  and  by  the  State.  Further, 
the  minutes  should  be  scrutinized  to  determine  whether  or  not 
the  issue  requirements  have  been  met. 

If  there  is  but  one  class  of  stock  in  existence,  but  one  account 
will  be  carried  therewith  in  the  General  Ledger,  this  usually 
holding  the  par  value  thereof.  In  case  two  or  more  classes  of 
stork  are  in  existence,  one  account  should  be  opened  for  each  in 
the  General  Ledger.  Where  the  law  requires  thai  a  Stock  Book 
be  kept  (as  in  New  York),  in  which  each  stockholder  has  an 
a*  1 « unit  showing  name,  address,  shares  issued  to  him,  etc.,  a  scru- 
tiny of  this  record  appears  in  order  to  ascertain  that  its  upkeep 
t  onforms  to  statute. 

In  the  audit  of  a  large  company,  it  is  usual  to  encounter  trans- 
fer agents,  ordinarily,  trust  companies.  Under  su<  h  a  condition, 
it  would  seem  sufficient  to  secure  from  such  transfer  agent  a 
certification  of  the  capital  stock  outstanding.  On  the  other 
hand,  where  a  transfer  agent  does  nol  exist .  and  the  sto<  kholders 
are  numerous,  the  stock  transfers,  as  a  rule,  are  not  checked  out 
completely;    but  it  would  seem  that  all  original  issues  should 
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be  traced  to  the  transfer  records,  after  which  the  total  amount 
outstanding  may  be  proved  along  the  lines  indicated  below. 

The  verification  of  the  capital  stock  outstanding,  briefly,  may 
be  accomplished  in  either  of  two  ways.  On  the  one  hand,  the 
auditor  may  draw  off  a  list  from  the  open  stubs  in  the  Stock 
Certificate  Book  for  both  common  and  preferred  showing,  as  to 
each  certificate  outstanding,  the  certificate  number,  and  the 
number  of  shares  represented  by  each  stub.  The  total  of  this 
list  should  agree  in  amount  with  the  total  of  the  capital  stock 
shown  on  the  General  Ledger  as  being  outstanding.  On  the 
other  hand,  an  abstract  (or  so-called  Trial  Balance)  may  be 
drawn  off  the  Stock  Ledger  (Stock  Book)  showing  stockholders' 
names  and  number  of  shares  held ;  the  total  thereof  is  agreed 
with  the  General  Ledger.  Information  should  be  available  on 
each  list,  also,  as  to  authorized  amount,  par  value  per  share, 
total  par,  market,  and  book  values. 

The  Stock  Certificate  Books  should  be  thumbed  through  and 
the  numbers  on  the  blank  certificates  unissued  scrutinized  to 
ascertain  that  no  blank  certificates  have  been  removed.  The 
stubs  in  the  Certificate  Book  may  show  signatures  of  stockhold- 
ers signifying  receipt  of  the  shares  of  stock ;  otherwise,  slip  re- 
ceipts should  be  on  hand  containing  the  same  information. 

Where  Stock  Exchange  securities  are  involved,  a  certificate 
should  be  secured  from  the  registrar ;  the  latter's  existence  is  an 
Exchange  requirement.  Such  certificate  will  assist  materially 
in  establishing  the  issued  amount  which  has  been  listed  and  is 
dealt  in  on  the  Exchange ;  it  may  not  establish  completely  all 
of  the  company's  stock  outstanding  —  a  different  issue  may  not 
be  listed. 

Transactions  causing  the  establishment  of  treasury  stock,  as 
by  donation  for  working  capital  or  by  purchase,  should  be  ex- 
amined to  ascertain  that  they  follow  the  law,  and  the  resolutions 
of  the  stockholders  and  directors.  The  treasury  stock  may  be 
verified  by  actual  inspection.  When  the  Balance  Sheet  is  pre- 
pared, ordinarily,  its  amount  should  be  deducted  from  the  total 
authorized  issue  along  with  the  unissued  portion  ;  treasury  stock 
on  hand  seems  to  be  nothing  more  than  a  right  to  extend  the 
proprietorship.  Irrespective  of  par,  it  is  assumed  that  treasury 
stock  may  be  sold  at  any  price  ;  nevertheless,  if  sold  for  less  than 
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its  cost  to  the  company,  a  comment  in  the  report  is  in  order 
inasmuch  as  poor  financing  is  shown  thereby.  Stock  authorized 
but  unissued  should  be  distinguished  from  treasury  holdings. 

Where  stock  has  been  sold  upon  the  installment  plan,  it  should 
be  determined  that  the  approval  of  the  Board  of  Directors  is  in 
order  thereover,  and  that  the  calls  made  have  been  passed  along 
properly  to  the  stockholders.  Any  stock  issued,  but  not  fully 
paid  for,  should  be  examined  closely,  and  certificates  secured 
from  the  subscribers  acknowledging  their  liability  to  the  com- 
pany. 

If  canceled  certificates  are  not  recorded  properly,  the  excep- 
tions should  be  listed.  Proceeds  from  the  sales  of  any  stock 
made  during  the  period  under  audit  should  be  verified.  If 
preferred  stock  outstanding  carries  the  cumulative  feature,  the 
Balance  Sheet  should  contain  a  comment  covering  the  dividends 
accrued,  not  yet  declared. 

The  Federal  Reserve  Bulletin  offers  the  following  suggestions 
concerning  the  capital  stock  phase  of  a  Balance  Sheet   audit  : 

"As  a  rule  trust  companies  are  the  transfer  agents  for  the  capital  stock 
of  large  corporations  and  for  verification  purposes  it  is  sufficient  to 
obtain  letters  from  them  certifying  to  the  capital  stock  outstanding. 

"Where  companies  issue  their  own  stock,  the  Stock  Registers  and  Stock 
Certificate  Books  should  be  examined  and  compared  with  the  lists  of 
outstanding  stockholders. 

"On  the  Balance  Sheet  each  class,  if  more  than  one,  of  stock  must  be 
stated,  giving  amount  authorized,  issued,  and  in  treasury,  if  any. 
In  the  case  of  companies  with  cumulative  preferred  stocks  outstanding 
a  note  must  be  made  in  the  Balance  Sheet  of  the  dividends  accrued 
but  not  yet  declared. 

"If  stock  has  been  sold  on  the  installment  plan,  the  auditor  should  as- 
certain that  thi'  calls  have  been  promptly  met  and  whether  any  are  in 
arrears.  If  special  terms  have  been  extended  to  any  stockholder, 
approval  of  the  Hoard  of  Directors  is  Da  essary  and  the  minutes  should 
be  examined  accordingly. 

tty  stork  has  been  sold  during  the  period  under  audit,  the   auditor 
should  verify  the  proceeds  of  the  sail 

Opening  Entries.       In  connection  with  tin-  verification  of  the 
capita]  element,  tare  should  be  used  in  determining  the 
effect  of  the  opening  entries  thereon,  ami  that  the  agreements 
entered  into  have  been  properly  carried  out.     In  tl  I  cor- 

porations, the  auditor  should  make  certain  that  the  law-  of  the 
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State  under  which  the  company  is  formed  have  been  met ;  the 
accounting  records  should  conform  to  the  statutory  provisions. 

In  order  to  determine  whether  the  issues  and  transfers  of  stock 
at  the  opening  time  have  been  entered  properly,  it  is  necessary 
to  scrutinize  the  Stock  Book  particularly  to  uncover  manipula- 
tions with  so-called  dummy  incorporators.  The  shares  issued 
to  these  must  have  been  actually  subscribed  for  and  paid  in, 
and  certificates  issued  in  their  names.  Should  a  defect  hereunder 
be  uncovered,  a  report  thereon  is  essential.  Again,  if  a  cor- 
poration receives  cash,  property,  or  services  in  payment  of  its 
stock,  that  which  was  received  should  be  worth  the  par  of  the 
stock  issued,  at  least  in  the  minds  of  the  directors  (in  New  York). 
Goodwill,  as  an  asset,  in  the  absence  of  fraud,  will  support  an 
issue  of  stock. 

Subsidiary  Company  Holdings.  —  The  correct  financial  condi- 
tion and  earning  results  of  a  company  which  controls  another 
through  stock  ownership  cannot  be  ascertained  except  by  view- 
ing the  combination  as  a  whole,  this  necessitating  the  elimina- 
tion of  stock  ownership.  In  a  case  of  this  kind,  a  Consolidated 
Balance  Sheet  should  be  prepared.  If  the  amount  of  stock 
held  by  outsiders  in  the  controlled  company  is  small,  it  may  be 
set  out  in  the  consolidated  statement  at  par  although  where 
possible,  the  takeup  at  book  value  seems  preferable.  Along 
similar  lines,  intercompany  profits  should  be  eliminated. 

In  a  complete  audit,  the  financial  accounts  of  each  subsidiary 
should  be  examined  in  addition  to  the  verification  of  the  stock 
issues  thereof.  Only  in  this  way  does  it  seem  possible  to  uncover 
questionable  procedures  in  the  subsidiary  records. 

Reserves.  —  The  auditor  should  differentiate  clearly  between 
the  two  basic  types  of  reserves,  and  ascertain  that  the  distinc- 
tions made  are  clearly  drawn.  A  portion  of  surplus  may  be 
found  in  accounts  carrying  reserve  account  names,  having  been 
appropriated  thereto  so  as  not  to  be  available  for  dividends ; 
again,  a  reserve  account  may  represent  a  loss  or  expense  which 
has  occurred  already  or  which  from  experience  is  considered 
as  being  inevitable. 

Reserves  against  estimated  losses  are  not  the  same  as  reserves 
from  profits.  The  former  type  is  presumed  to  represent  a  rea- 
sonable part  of  the  Profit  and  Loss  account  held  on  the  records 
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until  the  actual  amount  of  the  expected  loss  is  determined  ;  these 
reserves  on  the  Balance  Sheet  should  be  deducted  from  t he- 
assets  to  which  they  are  related,  both  to  show  the  net  holding 
value  of  each  such  asset  and  to  eliminate  possible  interpretation 
thereof  as  true  reserves  set  out  on  the  opposite  or  right  side  of 
such  statement.  In  passing  upon  the  amount  of  such  reserves, 
the  auditor  should  incline  toward  extreme  caution  rather  than 
toward  optimism. 

A  true  reserve  represents  profit  set  aside  in  such  a  manner  that 
it  is  withheld  from  distribution ;  the  reason  therefor  may  be 
general  or  specific ;  for  example : 

1.  Reserve  for  contingencies 

2.  Reserve  for  accidents 

3.  Reserve  for  construction 

4.  Etc. 

It  is  the  auditor's  duty  to  ascertain  that  such  reserves  have  been 
authorized  properly  by  the  directors  —  such  authorization  ap- 
pearing in  the  minutes  —  and  that  they  are  being  carried  into 
effect  in  accord  with  expressed  intentions.  True  reserves  never 
should  be  set  up  unless  authorized  by  the  directors. 

Inasmuch  as  sinking  funds  and  bonds  have  been  discussed  pre- 
viously, a  word  on  the  sinking  fund  reserve  appears  in  order. 
Where  a  sinking  fund  reserve  is  created  to  retire  a  liability  out 
of  profits  that  are  not  to  be  distributed,  it  measures  a  portion 
of  true  profit ;  the  amount  thereof  is  concerned  with  a  particular 
purpose.  After  the  sinking  fund  agreement  is  ended,  the  reserve 
therefor  may  be  transferred  back  to  unappropriated  surplus 
since  a  liability  has  been  met  from  profits. 

Surplus.  —  As  a  term,  surplus  may  be  defined  as  the  amount 
by  which  the  assets  of  a  corporation,  valued  properly,  exceed  in 
amount  the  capital  and  liabilities.  Surplus  and  true  reserves 
basically  are  the  same,  excepl  that  true  reserves  have  been 
authorized  and  appropriated  officially  whereas  surplus  represents 
undistributed  profit  —  profit  unappropriated  and  not  reserved 

officially. 

The  balance  in  the  Surplus  account  represents  profits  accu- 
mulated but  not  appropriated  to  true  reserves  or  de<  lared  in  di>  i 
dends.    The  various  profit  and  loss  accounts  should  reflect  only 
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the  operations  during  each  current  period  ;  any  balance  remain- 
ing in  the  summary  Profit  and  Loss  account  at  the  end  of  each 
period  should  be  transferred  to  the  Surplus  account. 

Inasmuch  as  the  Surplus  account  is  affected  by  almost  all  of  the 
Balance  Sheet  group  of  accounts,  it  seems  proper  that  a  most 
careful  scrutiny  and  analysis  thereof  should  be  made  by  the 
auditor  over  as  many  accounting  periods  as  possible  so  that  a 
general  idea  may  be  secured  by  him  as  to  the  profitableness  of 
the  undertaking  under  review.  Further,  an  analysis  thereof 
should  show  just  what  is  contained  therein.  If  the  surplus  at 
the  beginning  of  the  period  under  review  does  not  agree  with 
the  Ledger  or  with  the  amount  reported  on  the  former  statement, 
a  reconciliation  seems  in  order  showing  full  details  of  the  existing 
differences. 

Inasmuch  as  the  capital  stock,  surplus,  and  true  reserves,  when 
added,  measure  the  book  worth  or  ownership  of  the  stockholders 
in  the  company,  theoretically  it  would  seem  good  accounting  to 
bring  these  various  elements  together  in  the  Balance  Sheet  so 
that  the  aggregate  thereof  may  be  shown  in  one  amount  as  the 
difference  between  the  assets  and  the  liabilities  (the  stockholders' 
net  equity).  Practically,  however,  the  above  method  of  set- 
out  is  seldom  found  in  published  reports. 

The  Federal  Reserve  Bulletin  offers  the  following  suggestions 
as  to  the  surplus  item  : 

"The  auditor  should  give  consideration  to  the  surplus  at  the  beginning 
of  the  period.  This  item  represents  the  accumulated  profits  prior  to 
the  beginning  of  the  fiscal  period  under  review,  and  should  be  compared 
with  the  surplus  shown  on  the  Balance  Sheet  of  the  previous  year,  and 
with  the  Ledger  account,  to  see  that  it  corresponds,  and  if  it  does  not, 
a  reconciliation  statement  should  be  prepared  giving  full  details  of  the 
differences." 

No  Par  Value  Capital  Stock.  —  The  audit  of  the  capital  stock 
without  par  value  may  or  may  not  cause  the  auditor  considerable 
trouble.  As  a  basic  proposition,  it  is  generally  assumed  that 
the  verification,  schedules,  and  certificates  to  be  secured  differ 
in  no  way  practically,  from  those  concerned  with  stock  which 
has  a  par  value. 

Since  the  elementary  principles  underlying  no  par  value  capi- 
tal stock  are  set  forth  generally  in  numerous  recent  books  on 
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accounting  theory,  it  seems  unnecessary  in  the  present  con- 
nection to  recapitulate  in  full,  but  merely  to  indicate  briefly 
certain  matters  which  may  be  of  general  interest  to  the  auditing 
student. 

In  191 2,  New  York  amended  its  stock  corporation  law  so  as 
to  permit  the  issue  of  common  stock  without  par  value  ( Slock 
Corporation  Law:  Sec.  19).  Since  then  similar  laws  have  been 
enacted  in  some  twenty-five  other  states,  these  differing  one 
from  the  other  in  certain  particulars.  All  permit  the  issuance 
of  common  stock  without  par  value,  but  some  specify  a  minimum 
share  price  below  which  the  stock  cannot  be  sold ;  New  York, 
for  example,  specifies  that  shares  cannot  be  issued  for  less  than 
S5.00.  Again,  others  require  the  corporation  to  declare  the 
amount  of  the  fixed  capital  with  which  the  corporation  will 
do  business,  and  which  it  will  not  impair  by  the  declaration  of 
dividends.  All  laws  require  that  the  stock  certificates  shall 
carry  the  number  of  shares  actually  represented  by  them  ;  and 
some  specify  that  the  total  authorized  number  of  shares  be 
shown  upon  the  certificate  as  well. 

Dividends  upon  stock  of  no  par  value  must  be  stated  in  a 
money  amount  per  share,  since  no  par  value  exists  as  a  basis 
for  a  percentage  set-out.  The  statute  provisions  covering 
dividends  vary  considerably,  the  following  being  illustrative: 

1.  The  amount  paid  in  cannot  be  reduced  by  dividend-. 

2.  The  assets  and  liabilities  must  bear  a  certain  ratio  to  each 
other  before  dividends  may  be  paid. 

3.  A  declaration  must  be  made  as  t<>  what  shall  be  the  perma- 
nent capital,  this  not  to  be  less  than  a  certain  amount  per 
share.  In  these  instances  it  may  be  assumed,  at  leasl  theo- 
retically, that  all  excesses  beyond  such  amount  may  be 
paid  out  as  dividends;  inasmuch  as  the  legal  angle  here 
involved  has  not  as  yet  been  definitely  settled,  the  above 
assumption  actually  may  be  in  error. 

In  the  case  of  stock  with  no  par  value,  all  proprietorship  in  the 

Balance  Sheet  may  be  allocated  under  the  heading  of  < Capital  and 

Surplus  provided,  however,  that  earned  surplus  be  shown  thereon 

separate  item,  just  as  happens  in  the  *  ase  of  stoi  k  with  par 

value.     Usually,  though,  the  value  of  the  capital  sto<  k  of  no  par 
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value  is  represented  as  the  excess  of  capital  and  surplus,  or  of 
capital  by  itself  in  case  the  shares  represent  original  issuance. 

In  a  lesser  number  of  states,  but  still  in  more  than  half  of  the 
twenty-five  or  so,  preferred  stock  may  be  issued  without  par 
value.  And  it  is  in  connection  with  cases  where  no  par  value 
stock  is  both  common  and  preferred,  that  serious  trouble  may  be 
encountered,  particularly  relative  to  the  rights  of  each  class  of 
stockholders ;  if  the  preferred  stock  is  preferred  as  to  assets  as 
well  as  to  dividends,  the  amount  to  which  the  preferred  holders 
shall  be  entitled  at  dissolution,  before  the  common  stockholders 
get  any  payments,  is  a  serious  problem  unless  the  certificates 
cover  the  situation  —  which  frequently  is  not  the  case. 

Many  persons  apparently  are  in  hearty  accord  with  the  use 
of  no  par  value  capital  stock.  If  this  were  not  so,  legislation 
on  the  subject  would  not  be  in  force  in  as  many  states  as  actually 
is  the  situation.  Nevertheless,  it  appears  to  be  an  unsettled 
question  as  to  whether  or  not  no  par  value  capital  stock  actually 
has  the  advantages  claimed  for  it.  For  example,  sponsors  of  the 
idea  of  no  par  capital  stock  claim  that  thereby  the  evils  of  over- 
capitalization would  be  obliterated;  but  note  what  M.  B. 
Ignatius  has  to  say  on  this  point : 

Standing  by  itself,  the  removal  of  the  par  value  "does  not  interpose  any 
obstacle  to  the  practices  which  have  been  the  means  of  working  over  capitali- 
zation heretofore  .  .  .  the  omission  of  par  value  is  not  a  remedy  sufficient 
in  itself  to  cure  the  existing  evils ;  to  be  effective,  it  must  be  accompanied 
by  intelligent  and  constructive  control  over  organization  and  administra- 
tion, and  an  active  governmental  control  of  accounting.  .  .  ."  (Financ- 
ing of  Public  Service  Corporations.) 

Again,  John  R.  Wildman,  C.P.A.,  has  this  to  say  concerning 
no  par  value  preferred  stock : 

"...  it  may  be  issued  at  any  price  which  the  directors  deem  desirable, 
unless  the  price  is  in  some  way  restricted  by  resolution  or  by-laws,  and  still 
be  full-paid  and  non-assessable.  Careful  consideration  of  the  matter  fails 
to  disclose  any  other  advantages."  (The  Certified  Public  Accountant, 
January,  1923.) 

In  order  that  the  student  may  investigate  this  subject  further, 
inasmuch  as  a  detailed  coverage  cannot  be  attempted  in  the  pres- 
ent connection,  the  following  brief  bibliography  is  offered : 
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1.  Capitalization,  a  Book  on  Corporation  Finance,  by  W.  H. 
Lyon.  1912.  Houghton  Mifflin  Co.,  Boston.  Pp.  84, 
104,  170. 

2.  Railroads,  Finance  and  Organization,  by  W.  Z.  Ripley. 
191 5.  Longmans,  Green  &  Co.,  New  York.  Pp.  90-96. 
Voorhis  &  Co.,  New  York.     Pp.  367-373. 

3.  New  York  Corporations,  by  F.  White.  191 5.  Baker, 
Voorhis  &  Co.,  New  York.     Pp.  367-373. 

4.  Financing  of  Public  Service  Corporations,  by  M.  B. 
Ignatius.  1918.  The  Ronald  Press  Co.,  New  York.  Pp. 
76,  78-83. 

5.  Financing  an  Enterprise,  by  H.  R.  Conyngtun.  Volume  2, 
192 1.     The  Ronald  Press  Co.,  New  York.     Pp.  385-400. 

6.  Journal  of  Accountancy: 
October,  1919 :  pp.  248-257. 
November,  1919:  pp.  385-394. 
May,  1924:  pp.  321-348 

June,  1924:  pp.  420-431        >  One  article. 
July,  1924:  pp.  31-41  j 

7.  The  Certified  Public  Accountant,  January,  1923  :  pp.  14- 
18,  24. 

8.  Harvard  Law  Review: 
March,  1909:  pp.  319-338. 
June,  1913:  pp.  729-731. 

9.  America?!  Bar  Association  Journal: 
October,  1921  :   pp.  534~537- 
November,  1921  :  pp.  579-582. 
December,  [921:  pp.  671-673. 

10.    American  Law  Review: 
May,  1 02  1  :   pp.  438~445- 
May-June,  1922:   pp.  321-344. 

Profit  and  Loss  Account.  Tin-  net  profit  figure  of  a  busin< 5S 
is  the  one.  usually,  above  all  others,  in  which  the  auditor  will  be, 
and  the  proprietor  should  be,  vitally  interested.  The  Profit 
and  Loss  account  presents  a  summary  of  all  iA  the  income  and 
expense  accounts.  A-  it  should  be  used,  it  i>  merely  a  means 
for  i  losing  these  accounts  at  the  end  of  each  period  the  con- 
ceding link  between  the  nominal  and  the  real  groups.  Every 
item  of  expense  or  of  income  should  be  posted  directly  to  some 
expense  or  income  account,  and  at  the  end  of  each  fiscal  period 
these  elements  are  brought  together,  in   the  summary  account 
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of  Profit  and  Loss.  The  balance  in  the  latter,  representing  net 
profit  (or  net  loss)  is  closed  into  Surplus  or  into  the  respective 
capital  accounts,  as  the  case  may  be. 

Although  a  Balance  Sheet  audit  proper  contemplates  only  the 
verification  of  Balance  Sheet  items,  frequently,  the  profit  and  loss 
result  must  bear  the  auditor's  certification  as  well.  Hence, 
in  addition  to  the  work  outlined  as  representing  a  Balance  Sheet 
audit  attack,  it  is  usual  for  the  auditor  to  analyze  many  of  the 
nominal  accounts,  and  to  check  or  test  as  the  circumstances  seem 
to  require. 

In  order  to  prepare  an  intelligent  Profit  and  Loss  Statement, 
the  auditor  must  be  familiar  with  the  legal  and  economic  phases 
of  the  income  and  expense  accounts,  and  he  must  have  the  ability 
to  express  the  transactions  in  statement  form,  in  an  intelligent 
manner.  This  seems  to  imply  ability  to  analyze  the  nominal 
accounts  and  to  set  out  the  results  so  that  the  proper  information 
is  conveyed  to  the  client  in  the  best  possible  form. 

The  Federal  Reserve  Bulletin  comments  as  follows : 

"The  auditor  should  obtain  the  Profit  and  Loss  Statement  for  three 
years,  at  least,  including  the  period  under  audit,  and  after  verifying 
them  by  comparison  with  the  Ledger  account,  prepare  a  statement  in 
comparative  form.  This  comparison  will  furnish  valuable  information 
...  as  to  past  progress  of  the  concern  under  audit. 

".  .  .it  would  be  impraticable  in  an  ordinary  Balance  Sheet  audit,  and, 
at  the  same  time,  somewhat  useless  to  make  a  detailed  check  of  all  the 
transactions  entering  into  the  composition  of  the  Profit  and  Loss  ac- 
count. .  .  ." 

Income  Accounts.  —  Considerable  has  been  presented  above, 
at  various  points,  relative  to  the  income  elements  of  a  business. 
Nevertheless,  since  auditors  seem  prone  to  overlook  the  income 
producing  elements  or,  at  best,  to  pass  over  them  most  hurriedly 
—  being  satisfied  with  assuring  themselves  the  expenses  have 
been  accounted  for  in  order  and  that  the  assets  are  stated  cor- 
rectly —  further  comment  on  the  nominal  accounts'  group  can- 
not be  out  of  order,  particularly  with  reference  to  certain  possible 
pitfalls  and,  also,  to  pick  up  certain  loose  ends  not  thus  far  ac- 
counted for.  Although  it  may  be  the  unusual,  rather  than  the 
usual,  to  check  in  detail  all  transactions  entering  into  the  com- 
position of  the  Profit  and  Loss  account,  certain  matters  should 
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be  kept  in  mind  the  better  to  determine  what  shall,  and  what 
shall  not,  be  done. 

A  clear  separation  should  be  made  between  operation  and  non- 
operation  profits ;  a  merging  of  the  two  prevents  an  intelligent 
comparison  period  by  period  and,  for  a  given  period,  it  is  impos- 
sible to  tell  whether  the  business  is  on  a  profit  basis  or  otherwise 
without  first  making  a  more  or  less  bothersome  analysis.  Again, 
it  is  possible  to  have  too  much  income  reported  as  well  as  too 
little  ;  at  times  a  detection  hereof  may  occur  through  studying 
the  relationship  of  the  Balance  Sheet  accounts  to  the  income  ac- 
counts. But  where  the  bookkeeper  is  clever  enough  to  recognize 
this  possibility  and,  as  a  result,  so  adjusts  his  General  Books 
that  the  suggested  relationships  appear  in  order,  a  detection  by 
the  above  simple  means  will  fail  ;  it  is  necessary  for  the  auditor 
to  go  much  deeper.  If  the  income  accounts  are  examined  care- 
fully, analyzed  month  by  month  for  the  audited  period,  and 
comparisons  then  made  against  prior  periods  month  by  month, 
the  trouble  may  be  located. 

It  is  important,  for  example,  to  study  closely  the  possibility 
of  sales  inflation.     This  may  occur,  briefly,  as  under : 

1.  Certain  shipments  made  just  subsequent  to  the  close  of  the 
period  audited  may  be  considered  as  sales  of  the  audited 
period.  This  may  be  discovered  by  inspecting  the  shipping 
records,  or  by  analyzing  the  inventory  or  production,  or 
both.  If  shipping  records  are  not  adequate,  teamsters' 
reports,  railroad  records,  etc.,  may  be  utilized  in  this  con- 
nection. 

2.  Sales  may  be  inflated   through   the  padding  of  accounts 
receivable.    The  proper  circularization  of  customers'  bal- 
ances as  of  the  last  day  of  the  audit  period  should  um 
this  inflation. 

In  a  trading  concern,  the  sales  (or  shipments  made)  should  be 
the  result  in  quantities)  of  the  sum  of  the  beginning  inventory 
and  pun  ha-'  -  li  is  the  ending  inventory.  The  same  idea  in  a 
manufacturing  business  is  that  sales  (in  quantities  should 
equal  the  sum  of  the  beginning  inventory  of  finished  producl 
and  production  Less  the  ending  inventory  of  finished  product. 
This  method  seems  too  detailed  to  u-e.  ex<  cpt  where  absolutely 
necessary  to  satisfy  the  auditor.  In  a  firs!  audit.it  should  be 
ascertained    that    Bales   at   the  beginning  of    the    period   were 
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recorded  in  accord  with  shipment  dates,  this  being  accom- 
plished by  comparing  the  shipping  record  with  the  billed 
invoices. 

3.  Cash  sales  may  be  inflated  by  considering  receipts  from 
accounts  receivable  as  cash  sales,  and  adjusting  the  resulting 
discrepancy  in  the  following  month  by  increasing  the  then 
accounts  receivable.  The  discovery  of  the  above  may 
happen  in  more  than  one  way  :  by  inspecting  the  cash  sales 
slips ;  by  checking  the  Cash  Book  receipts  against  deposits 
and  circularizing  customers  ;  by  examining  the  correspond- 
ence of  the  last  month  audited  for  letters  of  transmittal,  etc. 

Further,  in  order  to  satisfy  himself  against  sales  inflation,  the 
auditor  may  check  the  orders  against  sales,  and  satisfy  himself 
as  to  old  orders  on  hand  unfilled.  In  this  connection,  it  may  be 
necessary,  at  times,  to  check  against  the  salesmen's  order  books 
—  as  where  the  original  orders  are  not  available.  A  statement 
of  orders  unfilled,  analyzed  by  months  in  which  shipment  is 
presumed  to  be  made,  may  be  interesting  reading  as  part  of  an 
auditor's  report ;  if  prepared,  a  comparison  should  be  made  with 
former  periods,  the  better  to  determine  the  business  outlook  of 
the  enterprise. 

As  a  matter  of  fact,  the  complete  procedure  as  suggested  above 
has  been  presented  previously  in  connection  with  other  parts  of 
the  work ;  hence,  it  is  seen  to  serve  a  double  purpose.  In  the 
current  connection,  it  is  usually  unnecessary  to  resort  to  the 
full  procedure  suggested  but,  under  suspicious  circumstances, 
it  may  be  absolutely  necessary. 

In  the  matter  of  returned  sales,  the  question  arises  at  this 
point  as  to  whether  gross  sales  is  before  or  after  the  returns  are 
deducted.  Where  returns  are  first  deducted,  the  reason  seems 
to  be  to  maintain  no  real  sale  has  been  made  of  the  goods 
returned ;  hence,  they  cannot  be  considered  as  part  of  sales. 
Although  this  practice  is  encountered  frequently,  even  in  large 
companies,  it  seems  subject  to  criticism.  The  deduction  of  re- 
turns from  the  figure  representing  gross  sales  seems  the  more 
efficient  practice.  The  size  of  the  returns  is  an  index  of  efficiency 
or  inefficiency  in  filling  orders,  shipping  exact  goods  called  for, 
shipping  within  reasonable  time,  quality  of  goods  and  packing 
of  goods.     At  times  the  returns  are  of  considerable  size,  and 
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relate  mostly  to  sales  made  in  the  former  period  ;  if  so,  a  mislead- 
ing figure  results  should  the  deduction  be  made  from  current  sales 
without  explanation.  Where  a  perpetual  inventory  is  in  opera- 
tion, it  is  possible  to  deduct  from  gross  sales  profit  lost  on  sales 
returned,  rather  than  to  deduct  the  entire  amount  of  the  returns. 
Since  the  goods  go  back  into  stock,  the  stock  account  is  charged 
for  the  value  at  which  taken  up;  the  accounts  receivable  are 
credited  for  the  full  amount  involved  and  the  difference  between 
the  two  amounts  is  charged  as  a  lost  profit  item.  In  some  cases, 
it  is  possible  to  separate  returns  as  between  the  current  period 
and  the  past  period  and  book  accordingly,  those  relating  to  the 
past  period  being  charged  against  Surplus  account.  The  idea 
seems  theoretically  correct,  but  the  practical  application  appears 
at  fault ;  the  analysis  must  be  made  by  machine,  which  cannot 
always  be  done  and,  again,  the  value  of  comparisons  of  returns 
period  by  period  is  lost  since  a  considerable  portion  in  each 
period  is  buried  in  Surplus  account. 

Allowances  to  customers  for  trade  discounts,  freight  out,  and 
price  reductions  should  not  be  forgotten.  Freight  prepaid  on 
customers'  shipments  and  freight  deducted  by  customers  on 
shipments  delivered  to  them  are  treated  by  some  as  deductions 
from  sales  and  by  others  as  selling  expenses.  In  any  event,  a 
separation  should  be  made  from  freight  paid  on  incoming  goods 
or  materials  since  the  latter  increases  the  inventory  figure. 

The  Federal  Reserve  Bulletin  suggestions  on  sales  follow  : 

"Whenever  it  is  possible,  the  quantities  sold  should  be  reconciled  with 
the  inventory  on  hand  at  the  beginning  of  the  period,  plus  the  produc- 
tion, or  purchases,  during  the  period,  less  the  inventory  on  hand  at  the 
end  of  the  period. 

''  Where  a  good  cost  and  accounting  system  is  in  force,  the  sales  records 
will  very  probably  be  in  good  shape,  but  nevertheless,  the  auditor 
should  satisfy  himself  from  the  shipping  records  that  the  -,tU-  books 
were  closed  on  the  last  day  of  the  fiscal  vear,  and  that  no  good>  shipped 
after  that  date  are  included  in  the  transactions. 

"When  an  audit  is  made  for  tin-  first  time,  the  auditor  should  satisfy 
himself  that  the  sales  at  the  beginning  of  the  period  were  recorded  in 
accordance  with  the  date-,  <>f  shipments.    Such  verifications  can  be 

made  conveniently  by  a  direct  comparison  of  the-  shipping  memoranda 
with  the  invoices  billed. 
"Allow.,  IStomers  for  trade  discounts,  outward    freights,  rediu 

tions  in  prii  1  bould  be  deducted  from  the  sales  in  the  Profil 
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and  Loss  account,  as  the  amount  of  the  net  sales  is  the  only  figure  of 
interest.  .  .  . 
"The  future  bookings  at  the  close  of  the  fiscal  year  should  be  looked  into, 
as  a  comparison  of  orders  on  hand  with  corresponding  periods  of  other 
years  furnishes  ...  an  idea  of  the  concern's  business  outlook." 

Sundry  matters  connected  with  the  consideration  of  income 
are  summarized  as  under  : 

i.  In  a  departmentalized  business,  departmental  results  are 
desirable  since  it  is  valuable  information  to  learn  which 
departments  are  producing  a  profit  and  which  a  loss. 

2.  Profits  from  the  sale  of  fixed  assets  should  be  set  out  sepa- 
rately ;  they  do  not  relate  to  operation  and,  in  some  states, 
it  may  be  necessary  to  consider  them  eventually  as  capital 
surplus  so  they  will  not  be  distributed  as  dividends. 

3.  Profit  on  partly  completed  contracts  presents  a  problem 
that  should  be  given  the  utmost  care  and  consideration  by 
the  auditor.  In  general,  the  treatment  may  be  shown  as 
under : 

a.  General  work  in  process  : 

1.  Where  manufactured  for  the  open  market,  no  profit 
should  be  taken. 

2.  Where  manufactured  under  a  legally  enforcible  con- 
tract, the  inventory  may  be  taken  up  at  cost  plus  a 
conservative  share  of  profit ;  however,  in  general,  it 
seems  better  not  to  consider  the  profit  element. 

b.  Long-time  contracts.  If  the  work  has  been  nearly  fin- 
ished, no  real  criticism  seems  possible  for  taking  up  a 
portion  of  the  profit.  But  where  necessary  to  do  other- 
wise, the  possibility  of  future  loss  should  be  reserved 
against. 

Expense  Accounts.  —  Dependent  upon  the  accounting  system 
in  operation,  these  may  be  either  simple  or  difficult  to  audit. 
If  the  records  kept  are  in  bad  shape,  any  method  of  audit  at- 
tempted will  be  unsatisfactory  to  all  parties ;  the  auditor  should 
govern  his  report  content  accordingly.  Basically,  two  methods 
of  entry  are  encountered  : 

1.  Expense  analysis  by  means  of  a  voucher  system.  Here- 
under, if  the  analysis  is  thorough  and  the  bills  are  attached 
properly  to  voucher  jackets,  the  expense  accounts'  examina- 
tion should  be  relatively  a  simple  matter. 
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2.  Expense  accounts  are  debited  from  sundry  records.  Here- 
under, if  the  bills  are  filed  alphabetically,  considerable 
trouble  may  be  experienced  in  making  the  audit  of  this  por- 
tion of  the  work. 

Under  the  voucher  system  of  entry,  the  expense  analysis  is 
found  either  upon  the  face  of  the  Voucher  Record,  or  upon  the 
analysis  sheets  underlying  it  —  but  one  column  appearing  on 
the  Register  for  each  major  class  of  expense.  The  examination 
of  vouchers,  testing  of  extensions,  distributions,  etc.,  have  been 
covered  sufficiently  in  earlier  chapters,  it  is  believed,  so  that 
further  comment  at  this  point,  other  than  that  offered  below, 
seems  unnecessary. 

In  general,  it  is  believed  that  exhaustive  tests  are  sufficient  on 
this  portion  of  the  work,  rather  than  covering  the  reviewed 
period  in  detail.  Further,  to  summarize  the  vouching  procedure, 
the  following  is  offered  : 

1.  Charge  correct  ? 

2.  Distribution  approved? 

3.  Prices  and  extensions  checked  ? 

4.  Check  against  records  of  receiving  department. 

5.  Check  voucher  distribution  against  the  Register  distribu- 
tion. 

6.  Secure  official  comment  upon  doubtful  items. 

7.  List  missing  vouchers  where  value  is  of  fair  amount. 

8.  Mark  voucher  against  possible  second-time  use. 

9.  Vouch  canceled  checks  against  vouchers  and  Register. 

10.  Names  of  creditors  on  vouchers,  bills,  and  checks  should  be 
the  same. 

11.  Scrutinize  purchase  discount  entries  in  connection  with 
Cash  Book. 

12.  Test  petty  cash  vouchers. 

13.  Foot  Voucher  Register  in  part  or  completely. 

14.  Check  all  postings  to  General  Ledger. 

15.  Prepare  list  of  all  unpaid  vouchers  and  check  againsl  con- 
trol. 

16.  Scrutinize  all  adjusting  entries  affei  tinn  Vouchers  Payable 
account. 

Under  a  uon-voucher  system,  the  payment  of  bills  is  not  usually 
tied  into  a  system  of  tiling  the  bills,  the  filing  generally  being 
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done   alphabetically.     Hereunder,   the   general  procedure  may 
be  as  follows : 

i.   Arrange  all  bills  by  payment  dates. 

2.  Inspect  various  records  holding  original  account  charges, 
comparing  bills  therewith  as  to  vendor,  amount,  distribu- 
tion, etc.,  and  with  payment  made.  The  work  hereunder 
may  be  done  in  a  detailed  manner,  or  it  may  be  sufficient 
merely  to  check  certain  months  completely. 

3.  Observe  distribution  of  debits  closely  since  usually  in  error 
to  a  considerable  extent. 

4.  Check  all  General  Ledger  postings. 

5.  Compare  expenses  with  same  for  prior  periods  to  uncover 
irregularities. 

Foot  all  records  related  to  expenses  and  purchases  and  check 
footings  to  the  General  Ledger. 

Analyze  petty  cash  payments,  and  determine  that  they  are 
accounted  for  properly. 

Determine  where  improvements  may  be  made  in  the  system 
and  use  discretion  in  drawing  attention  thereto  in  report. 

In  checking  out  the  totals  of  the  various  expense  accounts, 
emphasis  should  be  directed  to  credits  therein  to  determine  none 
have  been  made  for  the  sale  of  capital  assets  and  for  other  items 
which  should  not  be  found  in  the  expense  accounts. 

Deferred  and  accrued  expenses  which  should  be  absorbed 
periodically,  as  monthly,  should  be  studied  with  the  idea  of  hav- 
ing each  current  month  absorb  the  correct  amount  thereof. 
In  order  that  monthly  operating  statements  may  be  prepared, 
and  recommendations  appear  to  be  in  order  looking  toward 
this,  all  expenses  should  be  placed  upon  a  monthly  basis. 

The  transportation  charges  of  freight  and  express  should  be 
given  some  attention,  particularly  as  to  the  following  points : 

1.  Possible  overcharges  by  carrier.  These  may  be  frequent 
where  an  inadequate  system  of  checking  freight  and  express 
bills  is  in  operation. 

2.  Approval  as  to  rates  and  weight,  a  test  check  hereunder 
seeming  sufficient. 

3.  Payments  made  by  client  on  f.o.b.  destination  shipments 
should  be  deducted  from  the  invoices  received. 

4.  Freight  prepaid  by  the  other  party  should  be  examined  to 
some  extent  (see  above). 
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Payrolls  covering  the  factory  workmen  should  be  scrutinized 
most  carefully.  Where  wages  are  paid  in  cash  —  pay  envelopes 
being  used  —  the  person  who  prepares  the  payroll  never  should 
fill  the  envelopes  or  hand  them  out  to  the  employees.  Further, 
a  current  payroll  should  be  audited  carefully  before  the  force  is 
paid  thereunder ;  just  what  this  comprehends  depends  upon  the 
payroll  system  in  force.  On  the  one  hand,  as  is  usual  in  a  large 
concern,  a  series  of  tests  should  prove  sufficient ;  on  the  other 
hand,  as  is  usual  in  a  small  business,  it  is  necessary  to  make  a 
detailed  examination  of  all  phases  of  the  problem.  Basically, 
the  payroll  will  be  compared  with  the  time  clock  record ;  and 
the  latter,  in  turn,  may  be  checked  against  the  labor  tickets 
prepared  in  the  factory.  For  further  comment,  reference  may 
be  made  to  payrolls  as  covered  in  an  earlier  chapter  —  that  on 
Kinds  of  Audits. 

All  factory  accounts  having  a  relation  to  operation  costs  should 
be  scrutinized  and  analyzed.  Some  of  this  undoubtedly  will  have 
been  done  in  verifying  the  in  process  and  finished  product  in- 
ventories; but  there  is  a  connection  of  these  accounts  also  with 
the  factory  accounting  system  in  use,  to  determine  the  adequacy 
or  inadequacy  thereof. 

In  examining  the  selling  expense  accounts,  the  auditor  should 
be  guided  partially,  at  least,  by  the  contracts  existing  with  the 
salesmen,  particularly  where  these  contracts  specify  the  kinds 
of  allowable  items.  Further,  the  basis  of  the  salesmen's  com- 
mission and  bonus  payments  should  be  understood  clearly.  A 
clear  understanding  of  the  above  factors  should  permit  of  in- 
telligent interpretation  and  analysis  being  made.  The  reports 
rendered  by  the  salesmen  should  be  tested  to  a  considerable 
extent,  these  being  then  checked  against  the  vouchers  and 
payments.  The  item  of  mileage  at  times  may  run  into  large 
sum- ;  if  so,  the  unused  amount  should  be  reported  as  an 
advance  upon  the  Balance  Sheet.  V>v<\  mileage  should  check  out 
against  distances  traveled  as  reported  by  the  salesmen  in  con- 
nection with  the  schedules  prescribed  for  them,  say,  semi- 
monthly. The  expenses  accrued  as  covered  by  report-  on  hand 
immediately  after  the  dose  of  the  period  audited  should  oot  be 
forgotten,  as  well  as  those  at  the  beginning  of  the  period  which 
belong  to  the  prior  one. 
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Advertising  expense  at  times  is  deferrable,  as  where  a  special 
campaign  has  been  ordered  or  where  the  advertising  applies  to 
a  season  subsequent  to  the  close  of  the  audited  period.  On  the 
whole,  the  auditor  should  be  most  conservative  in  the  amount 
of  advertising  expense  deferred,  leaning  toward  the  practice  of 
charging  out  as  much  as  possible.  Catalogue  advertising  may  be 
handled  upon  the  basis  of  inventory  values ;  catalogue  cost  is 
charged  to  an  inventory  account  which  is  reduced  as  advertising 
expense  is  charged  with  current  mailings  and  old  catalogues. 

Office  payrolls  should  carry  an  official's  approval,  and  all 
salary  changes  should  be  authorized  properly.  Tests  should 
be  made  of  comparing  canceled  salary  checks  against  the  pay- 
rolls. The  entire  office  payroll  system  should  be  examined  in 
the  light  of  the  safeguards  in  existence  and  those  apparently  to 
be  desired.  Where  every  office  employee  is  known  to  the 
manager,  the  latter's  approval  of  each  payroll  seems  sufficient ; 
where  the  condition  encountered  is  otherwise,  it  may  be  de- 
sirable for  the  auditor  to  prepare  the  payrolls  and  then  request 
each  department  manager  to  approve  his  particular  one.  Those 
who  prepare  the  payrolls  ought  to  have  no  access  to  the  records 
kept  showing  the  names  of  those  on  the  payroll. 

The  administration  and  general  expenses,  exclusive  of  salaries 
(already  commented  upon),  should  be  analyzed  so  that  compari- 
sons may  be  made  by  kinds  against  previous  periods.  The 
vouchers  hereunder  should  be  tested  at  least.  The  accruals 
therefor  at  the  end  of  the  period  should  not  be  forgotten,  as  well 
as  those  booked  at  the  beginning  of  the  period  but  belonging  to 
prior  periods.  It  is  incumbent  upon  the  auditor  to  ascertain 
that  all  legitimate  expenses  have  been  taken  up,  but  that  those 
subject  to  criticism  are  eliminated  ;  this  may  occur  in  connection 
with  the  account  of  Professional  Services. 

The  Interest  Expense  account  may  be  checked  out  at  the  time 
the  underlying  liabilities  are  examined.  In  connection  with  the 
verification  of  this  account,  it  may  be  advisable  to  schedulize 
the  interest  charges  on  each  obligation,  arising  during  the  period, 
the  total  of  which  schedule  should  agree  with  the  account  on 
the  Ledger ;  inability  to  secure  this  agreement  usually  means 
that  either  the  interest  accrued  or  the  interest  adjustments  be- 
tween periods  has  not  been  considered.     Interest  on  accounts 
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payable  past  due,  on  proprietors'  or  officers'  loans  to  the  con- 
cern, and  on  the  possible  sundry  unpaid  liens,  should  be  looked 
into. 

Expenses  of  an  extraordinary  nature,  having  no  relation  to 
operation  must  be  entered  in  the  Profit  and  Loss  Statement  after 
the  net  profits  from  operation  have  been  stated ;  some  of  these 
will  be  charged  off  as  expense  of  the  current  period,  whereas 
others  represent  a  surplus  adjustment.  In  connection  herewith, 
it  must  be  determined  that  the  entire  amount  has  been  accounted 
for,  and  that  nothing  has  been  manipulated  to  show  more  operat- 
ing profit  than  rightly  should  be  set  out.  All  vouchers  or  pay- 
ments related  to  expenses  of  this  nature  must  be  scrutinized 
carefully,  and  all  unpaid  liabilities  resulting  must  be  given  careful 
consideration.  In  any  event,  the  facts  uncovered  should  guide 
the  auditor's  policy  hereunder,  rather  than  the  arguments  or 
contentions  advanced  by  the  client. 

By  having  determined  exactly  what  was  included  in  the  ex- 
pense accounts,  it  is  an  easy  matter  to  make  a  segregation  which 
is  usable  when  preparing  the  Profit  and  Loss  Statement. 

Agreement >  in  existence  between  managers  or  other  employees 
covering  extra  compensation  as  a  percentage  on  the  gross  sales 
or  net  earnings  should  be  scrutinized  to  discover  the  proper 
method  to  be  followed  in  arriving  at  such  a  division  of  profits. 
In  a  corporation,  it  is  usual  to  find  minutes  covering  these  agree- 
ments. Another  difficulty  hereunder  apparently  is  due  to  the 
contract  vagueness  as  to  whether  such  amount  shall  be  considered 
as  an  expense  or  as  a  division  of  profits. 

The  Federal  Reserve  Bulletin  offers  the  following  suggestions 
on  some  of  the  topics  commented  upon  above  : 

Cost  of  Sales 

"The  inventory  at  tin-  beginning  <>i"  the  prri.nl.  plus  purchases  during 
tin-  period,  less  inventory  at  the  end  of  the  period,  gives  the  cost  of 
sales.  In  a  manufacturing  concern  the  factory  cost  of  production  takes 
the  place  of  purchases.  These  items  will  have  already  been  verified 
in  auditing  the  Balance  Sheet,  but  nevertheless  tare  should  be  taken 
to  Bee  thai  this  heading  has  not  been  made  a  dumping  ground  fot 
charges  which  would  be  more  properly  embraced  under  the  heading  of 
special  charges.  The  composition  of  tin-  items  entering  int<>  tin-  cost 
of  sales  should  be  traced  in  totals  into  the  cost  1  or  accounts. 
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Gross  Profit  on  Sales 

"This  is  obtained  by  deducting  the  cost  of  sales  from  the  net  sales.  The 
ratio  of  gross  profit  to  net  sales  should  be  calculated  and  compared. 

Selling,  General  and  Administrative  Expenses 

"Under  these  general  headings  should  be  set  down  the  expenses  itemized 
to  correspond  with  the  titles  of  the  Ledger  accounts  kept  in  each  di- 
vision. In  checking  the  totals  of  each  account  with  the  statement  for 
the  period  under  audit,  special  attention  to  credits  in  these  accounts 
should  be  given  to  see  that  none  have  been  made  for  the  sale  of  capital 
assets  and  for  other  items  which  should  not  appear  in  expense  accounts. 
The  percentages  of  the  totals  of  each  division  and  of  the  aggregate 
total  to  net  sales  should  be  calculated  for  each  year  for  comparison. 

Net  Profit  on  Sales 

"This  is  obtained  by  deducting  the  aggregate  total  of  the  selling,  general 
and  administrative  expenses  from  the  gross  profit  on  sales,  and  shows 
the  net  earnings  of  the  concern  on  its  real  business.  Ratio  to  sales 
should  be  calculated  for  each  year  for  comparison. 

Other  Income 

"Under  this  heading  is  embraced  any  income  that  ma}'  be  derived  from 
sources  outside  of  sales,  such  as  income  from  investments,  interest, 
discounts,  etc.  Schedules  should  be  prepared  of  each  item,  and  the 
auditor  should  satisfy  himself  of  their  accuracy  and  of  the  propriety 
of  including  them  as  income. 

Deductions  from  Income 

"Under  this  heading  are  grouped  such  items  as  interest  on  bonded  debt, 
interest  on  notes  payable,  etc.  The  same  procedure  of  verification  as 
in  the  case  of  other  income  should  be  followed. 

Net  Income  —  Profit  and  Loss 

"Adding  other  income  to  gross  income  and  deducting  deductions  from 
income  gives  the  net  income  or  profit  and  loss  for  the  period,  which 
is  the  amount  that  should  be  carried  to  the  Surplus  account. 

Surplus  Additions  and  Deductions 

"Items  of  unusual  or  extraordinary  profit  which  do  not  belong  strictly 
to  the  period  under  audit,  or  cannot  be  said  to  be  the  legitimate  result 
of  the  ordinary  transactions  of  the  concern,  should  be  entered  here  and 
verified  with  the  Surplus  account.  Similarly,  deductions  should  be 
treated.  Also  dividends  declared  should  be  entered  in  the  Surplus 
account  and  as  an  item  under  this  caption,  inasmuch  as  it  is  the  usual 
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custom  to  declare  dividends  'from  net  earnings  and  surplus.'  After 
adding  special  credits  to  and  deducting  special  charges  from  the  net 
income  we  have  the  total  profit  and  loss  for  the  whole  period  from  all 
sources  which,  added  to  the  surplus  balance  at  the  beginning  of  the 
period,  gives  us  the  surplus  at  the  end  of  the  period,  which  should  agree 
with  the  surplus  as  stated  on  the  Balance  Sheet." 

Journal.  —  The  General  Journal  is  used  primarily  to  record 
opening,  closing,  and  adjusting  entries,  and  entries  of  a  special 
nature  for  which  no  separate  special  Journal  is  used.  All  post- 
ings should  be  checked  to  the  respective  Ledger  accounts,  and 
it  should  be  ascertained  that  each  entry  is  in  order ;  this  latter 
comprehends  having  each  entry  supported  by  the  proper  official's 
authorization  or  by  a  Journal  Voucher  properly  approved. 
Vouching  the  Journal,  in  its  way,  is  as  important  as  vouching 
cash,  since  entries  may  have  been  made  in  error,  intentionally 
or  otherwise,  which  have  a  material  bearing  on  the  accounts. 
Entries  covering  depreciation,  bad  debt  reserves,  sundry  other 
reserves,  interest  on  capital,  accruals,  stock  issues,  etc.,  are  met 
with  frequently  upon  the  Journal.  Each  Journal  entry  com- 
posed of  more  than  one  debit  (or  credit)  should  be  footed  to 
determine  that  the  total  debit  does  equal  the  total  credit  thereof ; 
where  the  Journal  columns  are  footed  throughout  the  book,  it 
seems  desirable  for  the  auditor  to  prove  such  footings. 

Conclusion.  —  The  comments  presented  above  have  been 
designed  to  cover  varying  representative  situations  encountered 
in  concerns  of  different  size.  In  large  enterprises,  a  detailed 
procedure  may  be  absolutely  impracticable,  and  the  existing 
internal  checks  should  make  it  unnecessary.  In  these  instances, 
only  tests  can  be  made,  as  a  rule,  but  the  auditor  should  be 
prepared  at  all  times  to  justify  his  departure  from  a  complete 
plan  by  showing  that  what  is  to  be  accomplished  under  the  given 
set  of  circumstances  ha-  been  effet  ted  adequately  by  tin-  work 
actually  done.  And  in  this  connection  it  would  seem  that  the 
auditor  ought  to  do  at  least  what  ha-  been  advocated  by  the 
Bulletin  rrlVrred  to  above  and  a-  much  more  a-  the  situation 
justifies. 

Although  the  above  comments  represent  an  attempt  t<>  In- 
troduce the  reader  and  student  to  the  practice  <^\  auditing,  it  is 
hoped  that  a  fairly  complete  procedure  underlies  what  ha-  been 
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presented  inasmuch  as  a  number  of  actual  audit  plans  have  been 
referred  to  in  compiling  the  principles  offered.  It  should  be 
remembered,  however,  that  only  experience  will  permit  an  auditor 
to  determine  accurately  what  shall  compose  an  adequate  proce- 
dure ;  no  amount  of  theoretical  contact  can  accomplish  this 
completely. 

Some  auditors  refuse  all  assistance,  in  a  clerical  capacity,  by  a 
member  of  the  client's  staff  who  may  be  assigned  to  aid.  It  is 
believed  that  any  extensive  clerical  work  well  might  be  performed 
for  the  auditor  by  one  of  the  younger  clerks  on  the  client's  staff ; 
on  the  one  hand,  such  practice  will  eliminate  undue  expense  to 
a  certain  degree,  or  will  permit  the  auditor  a  day  or  so  more  in 
which  to  cogitate  upon  his  conclusions  to  the  end  that  his  report 
may  be  of  marked  constructive  help  which  might  not  be  the  case 
otherwise  due  to  the  pressure  of  time.  In  most  cases,  it  is 
believed  that  the  clerk  selected  for  this  work  will  appreciate  the 
chance  given  him,  and  will  consider  it  as  an  opportunity. 

As  a  final  point,  experience  has  demonstrated  the  existence  of 
a  possible  chance  for  error  in  passing  assets  as  correct  upon  the 
Balance  Sheet  when,  in  fact,  a  portion  of  them  are  not  in  actual 
existence  in  the  concern  under  scrutiny.  Vouching,  checking, 
and  footing  may  not  uncover  such  a  situation  regardless  of  how 
carefully  the  work  is  done.  Only  by  the  exercise  of  every  in- 
telligence and  by  constant  vigilance  can  reasonable  safety  be 
assured  clients. 


CHAPTER  XIII 
THE  AUDIT  REPORT 

Closing  the  Audit.  —  Before  the  auditor  leaves  the  office  in 
which  the  audit  work  has  been  done,  he  should  make  certain  that 
all  matters  have  been  covered  properly  so  that  his  report  may  be 
prepared  without  further  access  to  the  books  and  records  or  the 
asking  of  questions.  In  general,  tins  comprehends  making  a 
final  scrutiny  of  the  Trial  Balance,  analyses,  summaries,  audit 
plan,  notations  of  matters  to  be  looked  into  or  questioned,  and 
adjusting  entries  prepared.  Under  ordinary  conditions,  the 
necessary  adjusting  entry  should  be  made  just  as  soon  as  the 
particular  matter  requiring  it  has  been  completed  ;  at  times,  for 
lack  of  information,  it  may  be  impossible  to  do  so  until  later  after 
the  requisite  knowledge  has  been  obtained. 

Next,  all  books  and  papers  that  have  been  in  use  and  are  still 
out  of  order  should  be  returned  in  a  condition  as  nearly  similar 
as  possible  to  that  in  which  they  were  received.  Emphasis  was 
made  at  an  earlier  time  relative  to  neatness.  If  an  auditor  does 
not  deem  it  advisable  to  rearrange  the  papers  in  an  orderly 
manner  himself,  a  little  tact  on  his  part  usually  will  secure 
assistance  from  one  of  the  office  clerks. 

Further,  the  courtesies  of  a  gentlemanly  leave-taking  should 
not  be  forgotten.  Incidentally,  a  cheerful  comment  of  apprecia- 
tion for  the  attentions  that  have  been  extended  the  auditor  and 
his  assistants  is  in  order.  | 

Some  difference  of  opinion  seems  to  exist  as  to]  whether  the 
auditor'-  report  should  be  written  in  tin-  office  where  the  work 
was  performed  or  in  tin-  auditor'-  office.  It  would  seem  that  at 
time-  the  former  practice  could  be  followed  to  marked  advantage, 
,i~  where  a  firm  member  (the  auditor's  superior)  has  been  in  i  lose 
contact  with  the  assignment,  and  the  privacy  of  the  auditor  is 
secured  by  having  his  work  desk  so  placed  that  interference  by 
any  of  the  client's  staff  is  not  usual;  again,  on  an  out-of-town 
assignment  where  it  is  usual  for  the  auditor  to  labor   two  or 
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three  evenings  a  week,  a  portion  of  such  time  may  be  used  with 
profit  in  drafting  at  least  certain  parts  of  the  report,  inasmuch  as, 
undoubtedly,  a  better  report  will  result  because  of  the  avail- 
ability of  the  client's  records.  It  is  believed,  however,  that  the 
practice  of  writing  the  report  in  the  auditor's  office  is  the  one 
usually  encountered. 

Working  Paper  Index.  —  Prior  to  submitting  a  set  of  working 
papers  for  criticism  by  his  principal,  the  auditor  should  have 
them  indexed  properly.  Early  in  this  book  comment  was  made 
on  arranging  working  papers  during  an  engagement  and  there- 
after ;  but  a  second  contact  with  the  point  seems  not  to  be  out 
of  place,  particularly  due  to  the  importance  thereof.  Briefly, 
the  following  plans  are  illustrative  further : 

i .  The  index  is  prepared  upon  a  separate  sheet  which  is  placed 
on  top  of  the  working  papers.  The  order  of  arrangement 
thereafter  depends  upon  circumstances  and  the  particular 
plan  followed  by  the  office  to  which  the  auditor  is  attached. 
Undoubtedly,  the  second  sheet  will  contain  a  list  of  check 
marks  used,  but  beyond  that  considerable  variation  is 
found.  Some  may  have  the  audit  plan  and  statements 
next,  whereas  others  may  have  these  papers  at  the  end  of 
the  set.  The  subsequent  sheets  may  be  arranged  according 
to  the  submitted  Trial  Balance,  in  the  order  in  which  the 
accounts  were  attacked,  in  the  order  in  which  the  adjusted 
accounts  appear  on  the  control  sheet,  or  in  some  other  man- 
ner ;  undoubtedly,  the  control  sheet  arrangement  is  as  pop- 
ular as  any  and  has  considerable  merit. 

2.  Many  auditors  index  the  working  papers  from  the  control 
sheet,  using  the  extreme  left-hand  column  for  the  working 
sheet  folios,  or  a  column  near  the  middle  of  the  sheet.  This 
second  plan  can  be  recommended  without  hesitation,  using 
the  left-hand  column  for  the  working  sheet  numbers.  An 
experienced  auditor  on  an  assignment  of  small  or  moderate 
size,  being  thoroughly  familiar  with  the  work,  frequently 
will  have  no  formal  audit  plan,  unless  required  to  prepare 
one,  doing  his  planning  and  keeping  his  record  of  progress 
on  the  face  of  his  underlying  control  working  sheet.  In 
such  event,  a  definite  set  of  checkmarks  is  used,  being  en- 
tered as  necessary,  next  to  the  index  numbers  to  control  the 
work  in  hand  ;  a  glance  at  the  marks  already  made  will  inform 
him  just  what  has  been  done  and  what  remains  unfinished. 
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Criticism  of  Working  Papers.  —  Assuming  that  the  auditor 
has  returned  to  his  office,  it  seems  that  the  next  step  contemplates 
a  review  o\  the  working  papers  prepared,  this  to  be  done  by  the 
principal.  The  latter  should  be  most  careful  and  painstaking 
in  his  scrutiny  thereof. 

This  review,  briefly,  relates  to  reading  the  facts  presented  by 
the  monetary  amounts,  and  determining  whether  or  not  they 
are  justified  by  the  existing  conditions.  These  latter  may  be 
segregated  about  as  under  : 

1.  The  facts  of  the  past  as  set  out  in  previous  audit  reports 
and  statements  of  former  periods 

2.  The  relationship  of  various  factors  to  other  factors  —  as 
those  uncovered  by  the  application  of  the  gross  profit  test, 
percentage  to  sales  or  cost,  turnover,  etc. 

3.  The  peculiar  conditions  encountered  in  the  concern  under 
audit,  and  in  the  industry  in  which  such  business  is  a  part 

Perhaps  it  is  safe  to  say  that  the  Balance  Sheet  figures  first  are 
examined.  And  in  this  connection,  the  following  questions  are 
offered  as  illustrative  of  the  line  of  attack  : 

1.  In  what  particulars  has  the  audit  changed  the  Balance 
Sheet  ? 

2.  What  reasons  exist  for  assuming  the  cash  correct  as  ad- 
justed ? 

3.  Have  petty  cash  slips  been  segregated  properly  as  between 
past  and  current  period? 

4.  Have  inventory  adjustments  been  taken  up  properly  in  the 
related  accounts,  as  Purchases,  etc.? 

5.  Are  the  notes  receivable  on  hand  and  under  discount  prop- 
erly accounted  for? 

6.  Have  the  accounts  receivable  been  adjusted  so  that  the 
amount  represents  probable  convertibility  in  the  normal 
( ourse  oi  event 

7.  What  is  represented  by  certain  peculiar  items  and  accounts 
shown? 

8.  Etc.,  etc. 

A  scrutiny  of  the  information  found  upon  the  various  working 
papers  should  produce  the  correel  answers  to  questions  of  this 
type.     It"  not,  it  seems  safe  to  say  thai  whoever  prepared  them 
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should  be  taken  to  task  more  or  less  severely  as  circumstances 
justify.  Whatever  the  senior  carries  in  his  mind  covering  his 
expected  treatment  of  a  certain  item,  rather  than  placing  his 
handling  thereof  on  paper,  is  of  no  use  to  the  person  criticizing 
the  papers.  A  careful  review  on  his  part  of  the  papers  prepared 
is  in  order  before  he  hands  them  over  to  the  examiner,  so  that 
what  the  figures  are  presumed  to  represent  may  be  clearly  stated. 

As  the  review  proceeds,  certain  changes  undoubtedly  will 
appear  advisable.  Notes  on  these  are  made  so  that  each  may 
be  taken  up  in  turn  for  inclusion  in  the  adjustments  if  necessary, 
upon  the  control  sheet,  and  in  the  adjusted  statements ;  perhaps 
certain  matters  should  be  taken  up  with  the  client  directly  and 
separately  before  everything  may  be  assumed  as  in  order.  This 
last  possibility  arises  frequently  where  current  practice  en- 
countered differs  from  that  generally  followed  by  like  concerns 
in  that  industry ;  if  a  heavy  notes  receivable  item  is  the  prac- 
tice rather  than  open  accounts,  but  the  opposite  is  encountered, 
there  must  be  a  reason,  correct  or  incorrect  under  the  circum- 
stances. 

Report  Components.  —  The  most  careful  attention  should  be 
given  to  the  preparation  of  the  audit  report,  inasmuch  as  this 
usually  is  all  that  the  client  receives  for  the  fee  charged  for  mak- 
ing the  audit ;  further,  not  only  is  there  a  story  to  tell  clearly  in 
a  minimum  number  of  words,  but  the  report  indicates  to  the 
client  the  standards  of  professional  neatness,  accuracy,  and 
thought  which  the  auditor  has  established  as  his  rule  and  guide. 
The  auditor  in  charge  of  the  case  undoubtedly  prepares  first  a 
draft  in  rough  form,  after  which  this  draft  is  corrected  and  a 
rough  typewritten  copy  made ;  next,  when  final  corrections 
have  been  entered  thereon,  the  last  typing  occurs. 

Basically,  it  seems  that  a  report  may  be  divided  into  the  follow- 
ing portions,  in  the  order  of  their  location  therein : 

i.  Letter  of  submittal  —  prepared  last 

2.  Certificate  of  audit  —  prepared  next  to  last 

3.  Comments  —  prepared  second  in  order 

4.  Statements  —  prepared  first 

Statements.  —  Since  these  usually  are  prepared  first,  it  seems 
logical  to  discuss  them  at  this  point.     Undoubtedly,  they  are 
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prepared  in  rough  form  before  the  final  draft  is  made.  State- 
ments may  be  divided  into  two  or  three  classes ;  at  present,  it 
seems  that  the  third  class  is  gaining  recognition  : 

1.  Exhibits 

2.  Schedules 

3.  Graphs  or  charts 

Statements  usually  are  prepared  in  rough  form  in  the  original 
instance  on  analysis  paper,  journal  paper,  and  on  coordinate 
paper,  these  three  kinds  of  paper  following  the  three  classes  of 
statements  suggested  above.  They  are  made  up  from  the  con- 
trol working  sheet,  and  the  various  account  analyses  plus  the 
adjusting  entries  prepared.  When  the  rough  form  of  a  state- 
ment is  ready  for  typing,  the  constructor  should  make  certain 
that  it  has  been  prepared  exactly  as  he  desires  the  copies  to  be 
struck  off,  since  it  may  be  assumed,  in  general,  that  the  typist 
will  copy  only  what  the  rough  form  shows  without  thought  of 
whether  the  copy  is  right  or  otherwise.  A  desirable  rule  seems 
to  be  that  no  abbreviations  are  to  be  used  upon  a  statement ;  the 
auditor  may  know  what  an  abbreviation  stands  for,  whereas 
the  client  or  other  possible  statement  reader  may  not  be  able 
to  interpret  it. 

Exhibits  are  the  basic  statements  around  which  the  report  is 
built  and  concerning  which  it  is  submitted.  For  report  purposes, 
exhibits  are  indicated  by  letters,  as  a  rule,  the  exhibit  letter  being 
placed  at  the  bottom  of  the  sheet,  at  the  top  thereof  near  the 
extreme  right,  or  at  the  top  in  the  center  of  the  sheet.  The 
typical  exhibits  usually  are  : 

1.  Trading  concern : 

a.  Exhibit  A  —  Balance  Sheet 

b.  Exhibit  B  —  Profit  and  Loss  Statement 

2.  Manufacturing  business: 

a.  Exhibit  A  -     Balani  e  Sheet 

b.  Exhibit  B      Profit  and  Loss  Statement 

c.  Kxhihit  ('       Statement   of   Cost   of   Manufacture  and 
Cost  of  Manufactured  Product  Sold 

Frequently,  it  is  desirable  to  prepare  a  Statement  <>f  Cash 
Receipts  and  Disbursements  and  a  Statement  of  Application  of 
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Funds ;  the  latter,  ofttimes  is  included  as  part  of  the  audit 
comments.  Again,  the  Balance  Sheet,  Profit  and  Loss  State- 
ment, and  Statement  of  Cost  of  Manufacture  and  Cost  of  Manu- 
factured Product  Sold  may  be  in  comparative  form.  Other 
statements  may  be  advisable  under  particular  assignments. 

Exhibits  are  supported  by  schedules,  these  latter  being  state- 
ments subsidiary  to  the  related  exhibits ;  they  present  the  detail 
or  analysis  of  items  found  in  the  latter.  On  a  given  case,  whether 
a  statement  is  basic  or  subsidiary  governs  in  determining  whether 
it  is  an  exhibit  or  a  schedule.  For  report  purposes,  schedules 
usually  are  numbered,  the  numbers  being  placed  thereon  in  a 
position  similar  to  that  used  on  the  exhibits  for  showing  the  ex- 
hibit letter.  If  a  certain  item  is  shown  on  the  Balance  Sheet, 
and  it  is  desired,  also,  to  set  out  its  components,  then  a  schedule 
will  be  used,  for  example :  List  of  Accounts  Receivable ;  this 
might  be  labeled  Exhibit  A,  Schedule  i.  Frequently,  the 
Profit  and  Loss  Statement  contains  so  many  debit  items  of  a 
class,  if  all  are  included  therein  on  its  face,  that  it  is  desirable 
to  set  out  the  components  of  that  class  of  items  in  a  schedule, 
for  example :  Schedule  Showing  Details  of  Selling  Expenses ; 
this  might  be  marked  Exhibit  B,  Schedule  i.  The  schedulizing 
of  profit  and  loss  items  by  classes  must  be  done,  at  times,  in 
order  not  to  have  the  basic  statement  spread  itself  beyond  the 
confines  of  one  sheet  of  paper. 

Graphs  or  charts  are  statements  in  diagrammatic  form,  pre- 
sented in  this  manner  presumably  because  it  is  assumed  that 
diagrams  are  understood  easier  than  the  same  information  would 
be  where  set  out  in  figures  and  percentages.  They  relate, 
primarily,  to  showing  comparisons  and  progress. 

In  constructing  an  exhibit  or  schedule,  painstaking  care  should 
be  observed  in  the  matter  of  technique.  The  title  heading  of  a 
statement  —  which  describes  it  —  should  be  accurate ;  a 
Balance  Sheet,  for  example,  is  as  of  a  certain  date  and  not  for 
an  elapsed  period,  whereas  a  Profit  and  Loss  Statement  covers 
an  elapsed  period  and  is  not  as  of  a  certain  date.  Again,  if  a 
concern  is  known  as  The  Jones  Manufacturing  Company,  ac- 
curacy of  description  cannot  tolerate  a  main  heading  of  Jones 
Manufacturing  Company ;  if  the  registered  name  of  a  firm  is 
Brown  Bros.,  the  abbreviated  word  should  be  used  in  the  heading. 
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A  title  heading  should  describe  exactly  what  the  contents  of  the 
statement  represent  and  nothing  else.  If  two  or  more  Profit 
and  Loss  Statements  are  presented  in  comparative  form,  the 
main  heading  should  designate  such  fact.  Again,  regardless 
of  the  statement  title,  the  latter  should  be  both  clear  and  brief. 

The  title  heading  of  a  statement  consists  of  three  parts,  as  a 
rule,  each  being  allocated  to  a  separate  line,  or  to  but  two  lines ; 
for  example : 

The  Jones  Manufacturing  Company 

Balance  Sheet 

December  31,  1923 

The  Jones  Manufacturing  Company 
Balance  Sheet  —  December  31,  1923 

Each  primary  heading  or  caption  in  a  statement  should  de- 
scribe the  particular  class  of  items  included  thereunder,  as : 
Assets,  Liabilities,  Liabilities  and  Capital,  Capital  and  Surplus 
(pertaining  to  the  Balance  Sheet)  as  the  particular  case  may 
require.  The  general  comment  above  concerning  the  title  head- 
ings applies  with  equal  force  in  the  present  connection. 

The  side  captions  in  a  statement  are  used  to  group  items  of 
the  same  class,  so  that  a  subtotal  may  be  obtained  for  extension 
into  the  last  column  at  the  right,  it  being  assumed  that  such 
total  is  of  marked  informative  worth  to  the  statement  reader; 
for  example :   Current  Assets,  Fixed  As>ets.  etc. 

Each  statement  account  caption  represented  by  figures  in  a 
column  to  the  right  thereof  should  describe  clearly  the  item 
involved.  Usually,  the  account  names  as  found  in  the  Ledger 
are  sufficiently  ace  urate-  as  they  stand ;  nevertheless,  if  the 
auditor  believes  the  description  of  an  item  is  not  sufficiently 
accurate  under  the  circumstances,  he  should  not  hesitate  to 
revamp  it. 

Report  rulings  usually  arc  made  with  red  ink,  although  it 
would  seem  that  black  ink  presents  just  as  neat  an  appearance 

v  other.      At  any  rate  regardless  of  color,  uniformity  and 

neatness  are  essential. 
Graphs   and   Charts       Unless   a    person    is   accustomed    to 

figures    and    works   with    them    most    of   the   time,    he  i>    apt    to 

experience  considerable  difficulty  in  ascertaining  the  significance 
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of  a  set  found  in  a  submitted  statement.  The  recognition  of 
this  fact  by  progressive  practitioners  undoubtedly  is  responsible 
for  the  growing  interest  given  to  graphic  charts,  and  to  their 
inclusion  in  audit  reports.  A  graphic  picture  may  register 
relationships  and  comparisons  upon  the  mind  of  a  statement 
reader  which  would  be  lost  entirely  if  nothing  but  figure  informa- 
tion is  available  ;  further,  under  certain  conditions,  such  a  graph 
even  may  point  out  things  to  the  auditor  that  would  be  missed 
under  any  other  method  of  set-up. 

Report  Comments.  —  The  comments  in  an  audit  report  have 
certain  definite  purposes  among  which  the  following  are  illus- 
trative : 

i.  To  emphasize  certain  matters  which  might  be  overlooked 
by  a  mere  reading  of  the  statements 

2.  To  permit  the  statements  to  be  prepared  in  a  form  both 
clear  and  brief,  sundry  explanations  being  dropped  from 
them  but  remaining  available  for  the  reader 

3.  To  permit  details  to  be  presented  relative  to  an  item  where 
they  are  not  deemed  sufficient  in  number  to  require  the 
making  of  a  schedule 

4.  To  acquaint  the  reader  with  exactly  what  the  auditor  has 
done  and  what  he  has  not  done  in  his  verification  of  certain 
audit  matters 

5.  To  criticize  tactfully  and  constructively 

6.  To  suggest  changes  which  will  eliminate  a  cause  for  criti- 
cism 

7.  To  recommend  certain  accounting  procedures  for  adoption, 
provided  such  recommendation  is  desired  by  the  client 

Audit  comments  should  be  written  in  a  most  tactful  manner, 
so  that  they  will  not  offend.  Abruptness  and  harshness  do  not 
seem  to  be  the  only  means  available  for  making  a  client  see  the 
truth  as  the  auditor  has  interpreted  it ;  drawing  one's  attention 
somewhat  indirectly  to  a  certain  existing  situation  is  more  apt 
to  retain  that  person's  goodwill  than  to  make  a  verbal  direct  hit. 
Positive  statements  should  never  be  made  by  an  auditor  unless  he 
is  willing  to  go  on  legal  record  to  prove  them. 

The  personal  touch  should  not  be  used  in  writing  comments,  if 
it  can  be  avoided ;  it  seems  preferable  to  adopt,  as  much  as  can 
be,    an   impersonal   attitude   or   form.     In   commenting   upon 
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particular  persons  within  the  concern,  it  seems  advisable,  also, 
to  refer  to  them  by  title  rather  than  by  name  —  as  the  Treasurer, 
rather  than  Mr.  Smith. 

Whether  the  comments  occupy  but  part  of  a  page  or  a  number 
of  pages,  it  would  seem  that  their  order  of  arrangement  should 
follow  that  of  the  location  of  the  items  upon  the  statements. 
Some  auditors  seem  to  favor  commenting  more  or  less  fully  on 
most,  if  not  all,  of  the  items  found  in  the  statements  submitted, 
whereas  others  seem  inclined  merely  to  write  on  what  they  con- 
sider are  important  things  assuming,  undoubtedly,  that  the 
client  is  not  particularly  interested  in  the  detail  procedures 
utilized  in  making  the  audit.  As  a  matter  of  fact,  it  seems  that 
all  the  comments  made  by  certain  auditors  are  located  in  the 
letter  of  submittal,  and  relate  to  matters  illustrated  as  under : 

1.  Type  of  audit  made 

2.  Amount  of  profit 

3.  Manner  in  which  profit  was  made 

4.  Application  of  profit.     In  this  connection,  it  may  be  desir- 
able to  include  a  Statement  of  Fund  Application. 

5.  Present  financial  condition 

The  style  of  writing  employed,  seemingly  of  general  adoption, 
is  to  use  simple  words,  short  sentences,  and  avoid  technical 
expressions.  A  literary  style  does  not  appear  desirable;  severe 
simplicity  of  expression  which  a  person  not  versed  in  accounting 
theory  will  comprehend  seems  all  that  is  to  be  desired.  In  order 
to  secure  this,  some  firms  have  on  file  a  series  of  form  paragraphs 
and  phrases  which  tin-  report  writer  is  expected  to  employ;  even 
though  these  may  represent  good  style  and  eliminate  the  pos- 
sibility of  hackneyed  phra>es  or  non-understandable  ones,  it 
seems  that  their  undesirability  far  outweighs  the  possible 
benefit-  that  may  arc  rue  from  their  use.  In  general,  one  audit  is 
not  like  another,  and  it  seems  to  be  decidedly  difficult  t<>  have  on 
hand  "boiler  plate"  (a  term  used  by  journalists  to  fit  the 
circumstances  «>t'  each  assignment;  further,  the  report  writer 
may  find  it  impossible  to  express  precisely  what  he  wishes  to  say, 
in  terms  predetermined  for  him. 

Certificate  of  Audit.  This  has  the  object  of  expressing  the 
opinion  of  an  outside  experienced  person  a-  to  the  accuracy  of 
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the  facts  submitted  in  the  report  prepared  by  him.  Such  certifi- 
cate may  be  placed  on  a  separate  sheet,  it  may  be  included  at  the 
bottom  of  the  Balance  Sheet,  or  it  may  be  part  of  the  letter.  De- 
pendent upon  position,  a  slight  variation  in  wording  is  neces- 
sary, in  addition  to  whatever  variations  may  be  required  as  to  the 
certificate  content. 

The  usual  points  covered  by  a  certificate  may  be  illustrated  as 
under : 

1.  A  statement  that  the  accounts  have  been  audited  for  a  par- 
ticular period  of  time 

2.  Particular  limitations : 

a.  Of  a  positive  character  —  as  showing  briefly  what  was 
done 

b.  Of  a  negative  character  —  as  showing  briefly  what  was 
not  done 

3.  The  phrase  "We  (or  I)  Hereby  Certify" 

4.  That  the  statements  : 

a.  Set  forth   the   true  financial  condition  and  operation 
results,  or 

b.  Are  correct 

5.  Signature  and  professional  title 

6.  Place  and  date 

Regardless  of  certificate  content,  it  seems  that  the  auditor 
should  assume  a  certain  amount  of  responsibility ;  hence,  the 
limitations  or  qualifications  contained  therein  ought  to  be  as  few 
as  possible  under  the  circumstances.  If  the  certificate  merely 
indicates  the  statements  are  correct,  or  agree  with  the  books, 
undoubtedly  considerable  criticism  is  in  order;  the  statements 
may  be  correct,  and  they  may  agree  with  the  books  in  every  item, 
yet  the  books  may  be  incorrect.  On  the  other  hand,  if  the  certifi- 
cate certifies  that  "  the  Balance  Sheet  and  Profit  and  Loss 
Statement  are  correct  and,  in  the  auditor's  opinion,  subject  to 
accompanying  comments,  reflect  the  true  financial  condition  and 
operation  results  respectively  "  upon  a  certain  date,  something 
definite  has  been  said,  and  certain  determinable  responsibility 
has  been  assumed. 

An  illustrative  short  form  of  certificate  follows  : 
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THE  JONES   MANUFACTURING   COMPANY 
CERTIFICATE   OF  AUDIT 

We  have  audited  the  books  and  accounts  of  The  Jones  Manufacturing 
Company  for  the  year  ended  December  31,  1923,  and 

WE  HEREBY  CERTIFY  that  the  herein  submitted  Balance  Sheet  and 
Statement  of  Profit  and  Loss  are  correct  and,  in  our  opinion,  subject  to  the 
accompanying  comments,  reflect  the  true  financial  condition  and  operation 
results  respectively  on  such  date. 

Work  &  Domuch. 
Certified  Public  Accountants 
Syracuse,  New  York, 
February  8,  1924. 

An  illustrative  long  form  of  certificate  is  shown  as  under : 

THE  DOUGLASS  COMPANY 
CERTIFICATE 

We  have  audited  the  books  and  accounts  of  The  Douglass  Company  for 
the  year  ended  June  30,  [924;  we  have  verified  the  cash  and  notes  re- 
ceivable; the  inventory  certified  to  by  officials  of  the  company  has  been 
checked  by  us  as  to  prices,  footings  and  extensions ;  we  have  tested  the 
accounts  receivable  by  checking  the  Customers'  Ledgers  against  the  con- 
trolling accounts  and  believe  the  reserve  against  collection  losses  is  adequate  ; 
it  is  believed  the  other  reserves  provided  are  sufficient  for  their  respective 
purposes;  and,  subject  to  Plant  and  Building  valuation  based  upon  the 
appraisal  by  NY  &  Company 

WE.  HEREBY  CERTIFY  that,  in  our  opinion,  the  accompanying 
statements  are  correct. 

A.  &  B. 

Accountants  &  Auditors 
New  York,  August  0,  1924. 

Undoubtedly,  for  reasons  already  advanced,  and  for  others 
which  mi^ht  be  indicated,  the  short  form  wording  is  far  more 
desirable  than  that  of  the  long  form.  The  form  of  certificate 
suggested  in  the  Federal  Reserve  Bulk-tin  is  as  follows: 

"The  Balance  Sheet  and  Certificate  should  be  connected  with  th< 
counts  in  3U<  li  a  way  aa  to  ensure  thai  they  shall  be  used  only  conjointly. 
This  rule  applii  my  report  or  memorandum  containing  any  res- 

ervations as  to  the  auditor's  responsibility ;  any  qualification  .1-  to  the 
accounts,  or  any  reference  to  facts  materially  affecting  the  financial 
position  of  the  concern. 
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"The  certificate  should  be  as  short  and  concise  as  possible,  consistent 
with  a  correct  statement  of  the  facts,  and  if  qualifications  are  necessary 
the  auditor  must  state  them  in  a  clear  and  concise  manner. 

"If  the  auditor  is  satisfied  that  his  audit  has  been  complete  and  conforms 
to  the  general  instructions  of  the  Federal  Reserve  Board,  and  that  the 
Balance  Sheet  and  Profit  and  Loss  Statement  are  correct,  or  that  any- 
minor  qualifications  are  fully  covered  by  the  footnotes  on  the  Balance 
Sheet,  the  following  form  is  proper  : 

"I  have  audited  the  accounts  of  Blank  &  Co.  for  the  period  from 

to and  I  certify  that  the  above  Balance  Sheet  and  Statement 

of  Profit  and  Loss  have  been  made  in  accordance  with  the  plan  sug- 
gested-and  advised  by  the  Federal  Reserve  Board  and  in  my  opinion 

set  forth  the  financial  condition  of  the  firm  at and  the  results 

of  its  operations  for  the  period. 

("  Signed  A.B.C.") 

Letter  of  Submittal.  ■ —  This  is  merely  a  letter  typed  upon  the 
business  stationery  of  the  auditor,  presenting  the  report  to  the 
client.  Since  it  is  the  first  sheet  of  the  report  proper,  it  may  be 
assumed,  in  general,  as  the  logical  place  on  which  to  set  forth  an 
index  of  the  report  contents  ;  infrequently,  this  index  may  occupy 
a  separate  sheet  either  preceding  or  following  the  letter. 

Form  of  Report.  —  The  audit  report  should  be  typewritten  or 
printed  on  paper  uniform  in  size  and  of  excellent  quality.  The 
auditor's  name  may  be  engraved  or  lithographed  on  the  first  sheet, 
and  all  sheets  used  may  carry  a  private  watermark.  Single  or 
double  sheets  may  be  used,  preference  seemingly  being  in  favor  of 
single  sheets  because  of  the  less  amount  of  time  consumed  should 
it  be  necessary  to  retype  one  or  more  of  them,  due  to  mistakes. 
If  the  report  form  of  statements  is  used,  single  sheets  seem  to 
work  well ;  should  it  be  found  that  a  comparative  form  of  state- 
ment cannot  be  placed  on  the  width  of  a  single  sheet,  because  of 
the  narrowness  of  the  latter,  it  is  possible  to  use  the  opposite 
sides  of  two  leaves  to  equal  the  equivalent  of  one  large  sheet,  the 
two  page  faces  being  placed  against  each  other,  and  the  binding 
being  made  at  the  left  side. 

Reports  may  be  bound  at  the  side  or  at  the  top ;  on  the  one 
hand,  a  report  bound  at  the  side  is  opened  and  read  like  a  book 
whereas,  on  the  other  hand,  a  report  bound  across  the  top  is 
opened  and  read  after  the  manner  of  handling  a  legal  document. 
The  binding  should  not  be  made  until  after  the  typed  report  has 
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been  checked  carefully  as  to  copying,  figure  accuracy,  and  figure 
harmony  ;  and,  also,  before  binding,  the  report  should  be  paged, 
the  pages  arranged  in  order,  a  blank  sheet  placed  at  the  front  and 
back,  and  the  whole  collection  of  sheets  re-edged  so  that  all  of  the 
edges  are  even.  Report  covers  are  heavy  paper  or  leather ;  if 
paper,  the  punch  holes  usually  are  three  in  number,  and  the 
fastening  is  made  with  ribbon,  corded  braid,  or  metal  fasteners. 
Infrequently,  a  report  is  fastened  in  the  manner  followed  by 
many  attorneys  in  binding  a  last  will  and  testament ;  the  report 
is  sewed  with  a  narrow  ribbon,  the  final  knot  being  made  inside 
in  such  a  position  that  the  loose  ends  may  be  stuck  to  the  certifi- 
cate sheet,  to  the  left  of  the  signature,  with  a  wax  wafer  carrying 
a  seal  impression.  The  report  cover  may  be  so  folded  and 
punched  that  all  of  the  fastenings  are  not  seen  on  the  outside. 

Regardless  of  the  care  which  may  be  used  in  preparing  a  report, 
general  practice  seems  to  favor  an  appearance  that  is  rich  but 
quiet. 

The  number  of  copies  prepared  of  a  report  may  vary  with 
circumstances.  It  would  seem  that  a  sufficient  number  of  carbon 
copies  should  be  made  so  that  one  may  be  used  for  purposes  of 
comparing,  calling  and  checking  back  the  contents,  one  for  the 
auditor's  files,  and  one  extra  over  the  first  number  of  copies  to  be 
sent  out  for  purposes  of  emergency  calling  for  an  additional 
copy.  At  times,  it  may  be  necessary  to  submit  only  originals, 
carbons  not  being  desirable;  if  so,  the  entire  report  must  be 
re-typed  as  many  times  as  are  requisite,  unless  it  is  printed.  In 
general,  the  first  carbon  copy  is  utilized  in  the  work  of  comparing, 
proving,  and  checking  figures,  and  in  checking  references,  this 
being  rubber-stamped  on  the  first  page  so  that  spaces  are  pro- 
vided in  which  may  be  entered  the  names  or  initials  of  the 
employees  who  did  the  work.  This  first  carbon  copy  is  placed  on 
top  of  each  typed  set  as  the  latter  is  delivered  from  the  typing 
room  to  the  employees  for  checking  purposes,  the  rubber-stamped 
space  containing  the  initials  of  the  typist  who  did  the  work. 

All  in  all,  the  above  comments  <>n  the  audit  report  should  be 
considered  as  illustrative  only;    many  variations  in   form   and 
make-up  are  possible.      Because  of  this   fact,   it    is  deemed   in- 
advisable to  presenl  herein  a  so-called  complete  report  sini 
necessity,  its  composition  will  depend  upon  the  partii  ular  assign- 
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{Name  of 
BAL 
December  ji, 
Assets 

Cash: 

Cash  on  Hand  —  currency  and  coin $j£ 

Cash  in  Bank $j£  '  $fi 

Notes  &  Accounts  Receivable  : 

Notes  Receivable  of  Customers  on  Hand  (not  past  due)    .     .     .     $£ 
Notes   Receivable   Discounted   or   Sold   with   Indorsement   or 

Guaranty $^ 

Accounts  Receivable  of  Customers  (not  past  due) Sc 

Notes  Receivable  of  Customers,  past  due  (cash  value  S .  .  .  . )      .     $£ 
Accounts  Receivable  of  Customers,  past  due  (cash  value  S.  .  . .)     $£ 

Sc 
Less : 

Provisions  for  Bad  Debts Sc 

Provisions  for  Discounts,  Freights,  Allowances,  etc.      .     .     .  $£     S^     $£ 

Inventories  : 

Raw  Material  on  Hand $6 

Goods  in  Process $0 

Uncompleted  Contracts $^ 

Less  :   Payments  on  Account  Thereof $f£     $0 

Finished  Goods  on  Hand $^    $£ 

Other  Quick  Assets  : 

$** 

$1    $i 

Total  Quick  Assets Sc 

Securities  : 

Securities  Readily  Marketable  and  Salable,  without  impairing 

the  business $j£ 

Notes  Given  by  Officers,  Stockholders,  or  Employees    .     .     .     .     $0 
Accounts  Due  from  Officers,  Stockholders,  or  Employees  ...$£$£ 

Total  Current  Assets $0 

Fixed  Assets: 

Land  Used  for  Plant $0 

Buildings  Used  for  Plant S6 

Machinery $0 

Tools  and  Plant  Equipment $£ 

Patterns  and  Drawings $0 

Office  Furniture  and  Fixtures $£ 

Other  Fixed  Assets,  if  any $0 

U 
Less  :   Reserves  for  Depreciation $£ 

Total  Fixed  Assets $0 

Deferred  Charges : 

$£ 

Other  Assets: 

$£ 

Total  Assets $0 
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Enterprise) 

ANCE  SHEET  Exhibit  "A" 

IQ— 

Liabilities 

Bills,  Notes,  &  Accounts  Payable  : 

Unsecured  Bills  and  Notes  : 
Acceptances  Made  for  Merchandise  or  Raw  Material  Pur- 
chased        Sc 

Notes  Given  for  Merchandise  or  Raw  Material  Purchased      .  $C 

Notes  Given  to  Banks  for  Money  Borrowed $C 

Notes  Sold  through  Brokers $C 

Notes  Given  for  Machinery,  Additions  to  Plant,  etc.     .     .     .  $C 

Notes  Due  to  Stockholders,  Officers,  or  Employees    .     .     .     .  $C    $C 

Unsecured  Accounts : 

Accounts  Payable  for  Purchases  (not  yet  due) $C 

Accounts  Payable  for  Purchases  (past  due)       $C 

Accounts  Payable  to  Stockholders,  Officers,  or  Employees      .  Sc 

Secured  Liabilities : 

Notes  Receivable  Discounted  or  Sold  with  Indorsement  or 

Guaranty  (contra) So 

Customers'  Accounts  Discounted  or  Assigned  (contra)   .     .     .  $C 

Obligations  Secured  by  Liens  on  Inventories $C 

Obligations  Secured  by  Securities  Deposited  as  Collateral  .     .  Sc4    Sc 

Accrued  Liabilities : 

Sc 

Other  Current  Liabilities: 

$C 

SC    Sc 

Total  Current  Liabilities Sc 

Fixed  Liabilities  : 

Mortgage  on  Plant  (due  date   .  .  .) Sc 

Mortgage  on  Other  Real  Estate  (due  date.  ..  .) $C 

Chattel  Mortgage  on  Machinery  or  Equipment  (due  date         I     SC 

Bonded  Debt  (due  date ) SC 

Other  Fixed  Liabilities 

Total  Liabilities 

N'i  t  Worth  : 
If  a  Corporation : 

Preferred  Stock  (less  stock  in  treasury) 

Common  Stock  (less  stock  in  treasury) $C 

Surplus  and  Undivided  Profits  (see  Exhibit  "B")      .    .    .    .    S_C_ 

SC 

Less: 

Book  Value  of  Goodwill       SC 

1  mm  it     sc  sc  $c 

If  an  Individual  or  Partnership: 

Capital SC 

Undistributed  Profits  or  Deficit  (see  Exhibit  "B")      .     .     SC SC 

Total ^. 


242  AUDITING 

(Name  of  Enterprise)                        Exhibit  "  B  " 
COMPARATIVE    STATEMENT    OF    PROFIT    AND    LOSS    FOR 

THREE  YEARS   ENDED 19— 

1Q—  IQ—  10— 

Gross  Sales Sc"    Sc"  $^ 

Less  :   Outward  Freight,  Allowances,  and  Returns       ...$<£.$£$£ 

Net  Sales $j    $£  Sc 

Inventory,  Beginning  of  Year $c*    Sg1  Sc 

Purchases,  Net Sd    Sc  Sc 

Sd    Sc'  Sc 

Less  :   Inventory,  End  of  Year Sd     Sd  Sd 

Cost  of  Sales Sd    Sc  Sc 

Gross  Profit  on  Sales Se^    S^  Sc^ 

Selling  Expenses  (itemized  to  correspond  to  Ledger  accounts 

kept) $1    Sd  SI 

Total  Selling  Expense $d    Sd  Sd 

General    Expenses    (itemized    to    correspond    to    Ledger 

accounts  kept)        $^    Sd  Sc" 

Total  General  Expense Sd    Sd  Sd 

Administrative  Expenses  (itemized  to  correspond  to  Ledger 

accounts  kept) Sd     $£  Sd 

Total  Administrative  Expense $1    Sd  SI 

Total  Expenses Sc    Sc  Sc 

Net  Profit  on  Sales Sd    SI  Sd 

Other  Income  : 

Income  from  Investments Sd     Sc"  Sd 

Interest  on  Notes  Receivable,  etc Sd    Sd  Sc7 

Sd~Se  Sc 

Gross  Income SI    Sc1  Sc 

Deductions  from  Income: 

Interest  on  Bonded  Debt        Sd     Sd  Sd 

Interest  on  Notes  Payable SI    Sd  Sc 

Sd    Sd  Sd 

Net  Income  —  Profit  &  Loss Sd    Sd  Sd 

Add  :  Special  Credits  to  Profit  and  Loss Sd    Sd  Sc 

Sc    Sd  Sd 

Deduct :  Special  Charges  to  Profit  and  Loss Sd    Sd  Sc 

Profit  &  Loss  for  Period Sd    Sd  Sc 

Surplus  Beginning  of  Period 8c    Sc  Sc 

SC"    8d  Sc 

Dividends  Paid Sd    Sc  Sc 

Surplus  End  of  Period  (see  Exhibit  "A") Sd    Sc  Sd 
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ment  covered.  Some  valuable  practice  is  possible  in  certain 
phases  of  report  writing  in  connection  with  a  portion  of  the  quiz 
material  for  this  chapter,  and  on  the  report  to  be  prepared  as 
part  of  the  solution  to  the  problem  composing  the  final  chapter 
of  this  book. 

Suggested  Basic  Statements.  —  The  Federal  Reserve  Bulletin 
suggests  certain  forms  for  the  Balance  Sheet  and  Profit  and  Loss 
Statement,  particularly  where  their  submission  is  for  the  pur- 
pose of  securing  credit;  these  are  shown  on  pages  240,  241, 
with  but  slight  changes  in  the  original  composition  : 

Conclusion.  —  Before  including  anything  in  a  report,  the 
auditor  should  consider  carefully  the  purpose  and  value  thereof 
to  the  client.  At  times,  a  voluminous  report  may  be  desirable, 
even  necessary ;  but,  in  general,  a  certain  odium  results  which 
will  reflect  adversely  against  the  auditor.  Pages  and  pages  of 
detail  unnecessary  in  presenting  the  ideas  which  the  auditor  has 
in  mind,  and  not  conveying  anything  new  to  the  client  or  that 
which  he  desires,  are  absolutely  useless ;  such  a  report  has  all  the 
earmarks  of  weakness  and  lack  of  crystallized  purpose. 

Briefly,  a  report  should  have  some  definite  object  —  some 
specific  message  —  and  this  should  be  presented  in  the  briefest 
manner  possible  consistent  with  completeness  and  clarity.  One 
successful  merchant  criticized  a  report  covering  his  various  stores 
in  terms  about  as  follows :  "  Two  hundred  pages  of  hot  air ;  not 
one  thing  is  contained  in  it  which  I  did  not  know  all  about  long 
ago.  If  the  gist  of  the  good  points  herein  had  been  boiled  down 
to  some  ten  pages,  I  would  feel  more  inclined  to  pay  the  bill  than 
I  do  at  present."  This  report  was  prepared  by  what  may  be 
considered  as  one  of  the  large  firms. 


CHAPTER  XIV 
THE  BUSINESS   BUDGET 

Introduction.  —  As  a  result  of  the  Budget  and  Accounting 
Act,  providing  budgetary  procedure  for  the  administration  of 
the  U.  S.  Government,  new  impetus  is  evident  in  budgeting.  In 
fact,  the  present-day  auditor  frequently  is  confronted  with  the 
task  of  either  preparing  such  a  budget  or  advising  and  instructing 
relative  thereto.  Because  of  the  great  current  interest  in  this 
subject,  and  because  of  the  general  usefulness  of  the  budget  to 
trading  and  manufacturing  businesses,  the  present  volume  would 
be  somewhat  incomplete  were  the  principles  underlying  the 
mechanism  omitted  therefrom. 

Budgeting  Defined.  —  Each  business  should  plan  in  advance 
as  to  what  should  be  accomplished  in  respect  of  future  net  profit, 
rather  than  operate  blindly  by  accumulating  no  information 
other  than  that  which  relates  to  actual  happenings.  This  plan- 
ning in  advance  for  net  profit,  at  least  as  applied  to  a  business 
establishment,  seems  to  be  the  true  definition  of  "  budgeting." 

If  the  budgetary  idea  is  carried  to  its  logical  conclusion,  one 
must  give  due  and  careful  consideration  to  all  of  the  functions, 
factors,  and  elements  of  the  particular  establishment  under  re- 
view. Since  the  fundamental  purposes  of  keeping  accounts  are 
to  set  forth  clearly  and  accurately  financial  condition  and  net 
profit  progress  or  securement,  and  since  these  purposes  are 
reflected  in  the  Balance  Sheet  and  Profit  and  Loss  Statement 
respectively,  it  seems  that  however  curtailed  or  elaborate  the 
budget  report  may  be,  it  would  not  be  complete  unless  there  are 
included : 

i.   An  Estimated  Balance  Sheet,  to  show  result  expectation  at 
the  end  of  the  period  next  to  be  covered ;  and 

2.   An  estimated  Profit  and  Loss  Statement,  to  point  out  how 
such  result  is  expected  to  be  accomplished 

244 
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It  is  the  purpose  of  the  business  budget  to  coordinate  the 
various  functions  of  a  business  so  that  as  a  rounded-out  organism 
and  cohesive  unit  the  struggle  for  the  net  profit  goal  may  be 
attempted.  It  is  the  purpose  of  the  marketing  function,  for 
example,  to  secure  buyers  for  the  largest  quantities  of  goods  at  a 
minimum  of  distribution  cost.  Again,  the  production  function 
desires  to  produce  those  products  which  it  can  handle  the  most 
easily  so  that  the  resultant  outcoming  quantities  will  be  the 
greatest  possible  and  the  cost  thereof  the  lowest.  Further,  the 
financing  function  is  selfishly  interested  in  the  production  and 
sale  of  products  which  will  cause  the  business  coffers  to  fill  quickly 
with  the  minimum  expenditure  of  effort.  A  scrutiny  of  the 
idiosyncrasies  of  each  of  the  above  three  prominent  business 
functions  shows  that  each,  by  itself,  has  nothing  in  common  with 
each  of  the  others. 

Large  sales  at  a  low  sales  cost  do  not  necessarily  guaranty 
securing  a  satisfactory  net  profit ;  they  may  eventually  turn  an 
actual  profit  into  a  future  loss.  Volume  production,  also,  if 
beyond  a  unit  cost  which  the  market  will  absorb  cannot  result  in 
a  net  profit  conclusion.  And  if  nothing  is  kept  in  mind  beyond  a 
quick  money  return,  it  may  be  necessary,  in  order  to  secure  this, 
to  reduce  the  profit  rate  to  such  a  point  that  a  loss  actually 
results  for  the  operating  period.  Itis  the  duty  of  the  executive, 
therefore,  to  erase  these  conflicting  interests  and  replace  them  by 
those  which  are  so  coordinated  that  the  business  machinery  will 
turn  harmoniously  and  strive  as  a  mechanism  in  complete  ad- 
justment toward  the  goal  of  net  profit.  It  is  from  the  budget 
that  the  executive  secures  a  clear  view  of  the  whole  problem  in 
perspective,  so  that  therefrom  he  may  judge  of  the  dovetailing 
of  the  various  plans  outlined  for  future  operative  conduct. 

Business  Thermometers  and  Barometers.  A  discussion  oi  a 
possible  procedure  to  be  followed  in  preparing  a  budget  is  o\ 
small  value  unless  one  first  comprehends  certain  of  the  prin- 
ciples that  must  be  understood  in  order  to  form  intelligently 
an  estimate  of  what  is  to  be  accomplished  during  the  next 
period.  These  principles  are  th..se  which  relate  to  business 
forecasting. 

It  is  not  the  present  purpose  to  attempt  to  cover  this  subject 
completely.    But  by  pointing  out  some  of  the  u>ual  barometers 
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or  thermometers,  and  commenting  briefly  upon  their  usefulness, 
lines  of  thought  may  be  suggested  for  further  study. 

The  Business  Cycle.  —  Business  conditions  always  are  moving 
upward  or  downward  —  favorably  or  unfavorably.  At  certain 
times,  activity  is  intense,  after  which  a  gradual  letting  up  or  falling 
away  takes  place  which  eventually  causes  activity  to  be  replaced 
by  sluggishness ;  and  from  a  stagnation  a  quickening  of  move- 
ment gradually  occurs  so  that  a  recovery  takes  place  until  a 
period  of  prosperity  is  again  in  evidence.  This  up-and-down 
swing,  which  is  said  to  assume  the  appearance  of  a  circle,  is  known 
as  the  "  business  cycle." 

Periods  of  prosperity  and  periods  of  depression  follow  each 
other  year  in  and  year  out,  some  long  and  others  short.  But  it  is 
a  fairly  difficult  matter  to  determine  just  how  soon  the  arrival  of 
one  or  the  other  may  be  expected  and  how  long  it  will  remain. 
The  only  means  yet  available  for  outguessing  the  inevitable,  is  to 
watch  and  study  the  trend  and  movement  of  certain  business 
factors,  and  utilize  the  results  obtained  in  formulating  an  estimate 
of  the  conditions  to  be  expected  in  the  near  future. 

The  relationship  of  the  above  to  budget  preparation  and 
criticism  is  a  close  one.  A  business  man  may  plan  for  an  ex- 
tensive sales  program,  but  if  he  has  not  informed  himself  clearly 
upon  possible  demand,  and  the  factors  in  evidence  which  tend  to 
increase  or  decrease  such  demand,  the  formulated  plan  is  most 
apt  to  cause  disaster  if  carried  out.  Everyone  who  thinks  a 
moment,  will  agree  that  the  market  must  be  anticipated  suc- 
cessfully in  order  to  secure  the  largest  amount  of  profit  con- 
sistent with  existing  circumstances  ;  the  closer  supply  comes  to 
demand,  the  greater  will  be  the  resulting  profit. 

In  principle,  the  determination  of  the  balance  between  supply 
and  demand  is  a  simple  matter,  but  in  practice,  since  modern 
commerce  is  complex  —  its  various  factors  being  woven  and 
intermingled  so  that  they  affect  each  other  in  varying  degrees  — 
the  facts  of  supply  and  demand  present  a  most  confused  appear- 
ance, and  the  problem  of  balance  is  a  difficult  one  to  solve.  One 
industry  is  so  dependent  upon  some  other  or  others,  that  should 
a  break  occur  in  this  chain  of  dependencies,  the  effect  thereof  is 
most  difficult  to  anticipate ;  hence,  the  anticipation  of  future 
demand  at  any  particular  stage  is  fraught  with  difficulty. 
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Barometric  Factors.  —  Commercial  activity  may  be  separated 
into  five  particular  divisions  or  groups  of  effort : 

i.    Growing  and  raising.     This  division  is  related  intimately  to 
all  products  of  agriculture  and  the  farm. 

2.  Extraction.     This  group  concerns  such  activities  as  min- 
ing, quarrying,  etc. 

3.  Conversion.     Hereunder   are   grouped   such   activities   as 
melting,  refining,  building,  manufacturing,  etc. 

4.  Distribution.     This  concerns  the  moving  of  products  to  the 
user —  transport,  storage,  wholesaling,  jobbing,  retailing. 

5.  Financing.     Banks,  investment  houses,  and  similar  activi- 
ties are  engaged  in  financing. 

A  study  of  activity  within  each  of  these  divisions  will  do  much  to 
enable  one  to  foretell  what  conditions  are  approaching.  It  is 
frequently  necessary,  also,  to  consider  the  activity  of  certain 
lines  of  endeavor  which  do  not  fall  within  the  scope  of  the  above 
main  movements  of  commercial  products,  although  these  are 
more  or  less  incidental. 

The  study  of  these  main  channels  of  commercial  movement, 
so  essentially  necessary  as  a  means  by  which  to  judge  present  and 
future  conditions,  is  aided  by  a  consideration  of  numerous  eco- 
nomic barometers.  Price  and  production  of  such  leading  com- 
modities as  wheat,  corn,  cotton,  wool,  sugar,  coffee,  leather,  iron 
and  steel,  rubber,  coal,  copper,  and  paper  furnish  valuable 
barometric  information.  Wholesale  prices  of  such  products  as 
foodstuffs,  clothing,  house  furnishings,  building  materials,  and 
chemicals  also  are  of  value  in  this  connection.  Furthermore, 
barometers  of  general  application  must  not  be  overlooked,  as 
bank  clearings,  tonnage  movement  or  railroads,  stock  exchange 
conditions,  business  failures,  new  businesses,  and  employment 
conditions. 

In  order  to  study  the  above  barometric  factors  intelligently, 
one  is  aided  to  a  marked  degree  by  directing  the  attention  to  some 
one  or  more  of  the  various  e<  onomic  forecasting  servii  es  available 
to  the  public.  Each  of  these  attempts  to  group  the  numerous 
factors  into  a  logical  classification  but,  owing  to  their  number 
and  diversity,  considerable  variation  is  noticed.  Neverthi 
the  information  offered  is  decidedly  useful  as  well  as  being  of  an 
interesting  nature. 
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Whatever  the  set  of  groupings  may  be,  one  notices  the  existence 
of  a  certain  similarity  of  factors  as  between  them  and,  hence, 
it  may  be  said  that  these  are  the  ones  generally  accepted  as  satis- 
factory indicators  of  business  trend : 

i .    Production 

2.  Price 

3.  Finance 

Agricultural  production  is  looked  upon  as  a  good  indicator  of 
near  future  conditions.  If  crops  are  good,  there  is  evidence  of 
coming  activity,  whereas  poor  crops  are  the  apparent  forerunner 
of  dullness.  These  deductions  are  so  generally  accepted  that  the 
Government  issues  a  crop  forecast  in  September  upon  the  basis 
of  which  the  fall  and  winter  activity  is  presumed  to  be  ade- 
quately estimated ;  in  the  same  way,  the  foretelling  of  summer 
and  fall  conditions  is  supposed  to  be  possible  from  the  Govern- 
ment's spring  report  on  winter  wheat.  Industrial  production,  on 
the  other  hand,  is  said  to  be  a  better  present  index  than  future 
forecast.  Present  prosperity  may  be  due  to  heavy  production  if 
this  is  backed  up  by  a  real  demand.  In  order  to  secure  a  check 
upon  this  latter  angle  —  that  of  real  demand  —  production 
statistics  for  iron  and  steel  are  studied  in  connection  with  the 
amount  of  unfilled  orders  of  the  U.  S.  Steel  Corporation ;  a  drop 
in  orders  at  a  time  when  production  is  increasing  is  taken  to 
indicate  the  coming  of  an  unfavorable  situation. 

Conditions  of  employment  have  a  current  significance  rather 
than  a  future  one.  A  drop  in  wages  coupled  with  increasing  un- 
employment points  toward  depression ;  when  wages  are  high  and 
unemployment  is  not  serious,  times  are  prosperous.  But  if  the 
upward  trend  of  wages  is  too  rapid,  one  is  put  on  notice  that  a 
period  of  prosperity  is  on  the  wane ;  under  conditions  of  this 
kind,  strikes  appear.  When  building  operations  are  the  most 
active,  the  pendulum  is  on  the  upward  swing,  but  as  prices  climb 
this  activity  drops  off.  During  a  period  of  depression,  building 
activity  is  presumed  to  be  fairly  active.  Building  operations, 
however,  are  thermometers  rather  than  barometers,  indicating 
present  status  rather  than  future  possibilities. 

The  second  fundamental  indicator  of  business  trend  —  price  — 
is  generally  looked  upon  as  showing  the  present  situation  in  an 
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able  manner.     Prosperity  is  said  to  be  linked  with  rising  prices. 

The  third  generally  accepted  barometer  —  finance  —  is  viewed 
in  the  light  of  indicating  the  development  of  certain  conditions. 
Credit  conditions  must  be  favorable  if  commercial  activity  is  on 
the  rise,  since  the  demand  for  loans  increases.  But  as  loans 
increase,  reserves  decrease,  and  when  reserves  are  low,  the  grant- 
ing of  loans  must  be  curtailed.  The  restricting  of  loans  presages 
the  approach  of  a  period  of  liquidation.  On  the  other  hand,  if 
interest  rates  are  low,  and  reserves  are  strong,  and  other  signs 
are  not  unfavorable,  prosperity  is  assumed  to  be  near.  The 
amount  of  bank  clearings  is  a  factor  to  be  studied  in  the  deter- 
mination of  present  conditions. 

The  general  trend  of  business  may  be  seen  through  the  general 
trend  of  the  stock  market,  if  one  qualifies  his  opinion  by  the 
possibility  that  certain  stocks  may  be  manipulated  for  reasons 
which  have  no  connection  with  business  conditions  generally. 
When  the  stock  market  assumes  an  attitude  of  sluggishness,  it 
may  be  presumed  that  conditions  throughout  the  country  prob- 
ably will  be  sluggish  as  well  ;  and  when  the  opposite  state  strikes 
the  market,  the  near  future  probably  will  be  entirely  satisfactory. 
In  other  words,  if  the  prices  of  a  number  of  industrials  are  charted, 
over  a  period  of  time  a  reasonably  accurate  basis  is  said  to  be 
provided  for  estimating  the  future;  in  fact,  certain  economists 
are  inclined  toward  the  belief  that  the  stock  market  furnishes 
one  of  the  best  general  barometers  available. 

Statistical  data  are  available  for  specific  lines  of  business 
endeavor.  Perhaps  as  regard-  a  particular  line  of  business 
statistics  as  to  commodities  on  hand  are  valuable  for  study 
purposes.  If  the  curve  is  going  upward  beyond  the  normal,  the 
danger  of  a  period  of  intense  competition  is  mar;  if  the  curve  is 
bending  downward  below  normal,  and  assuming  that  a  normal 
demand  for  product  will  remain,  prices  may  be  expected  to  rise. 

likewise,  governmental  regulations  relative  to  industries 
and  commodities  should  nol  be  overlooked.  The  taxation  of 
earnings  affects  business  condition-,  and  tariff  changes  affect 
competition  with  foreign  products.  Also,  in  relation  to  foreign 
competition  in  t his  country,  and  to  the  possibility  of  success 
in  foreign  market-,  such  matter-  ;i-  foreign  exchange,  exports, 
and  import-  furnish  valuable  information. 
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A  study  of  the  various  barometers  mentioned  above  permits 
the  business  executive  to  secure  an  approximately  accurate  basis 
from  which  to  gauge  future  sales.  Since  the  question  of  what  the 
future  sales  will  approximate  in  amount  must  be  decided  satis- 
factorily before  the  remaining  portions  of  the  business  budget 
can  be  prepared,  the  importance  of  business  barometers  in  budget- 
ing exceeds  that  of  anything  else.  When  a  business  sells  its 
product  to  the  general  public,  it  is  most  necessary  to  predict 
accurately  the  sales  volume  for  short  periods  in  advance ;  this 
accuracy  cannot  be  secured  without  an  adequate  knowledge  of 
forecasting  being  possessed  either  by  the  person  whose  task  it  is 
to  determine  the  sales  quota  or  by  the  one  whose  duty  it  is  to 
O.K.  the  quota  as  set. 

Budget  Use.  —  If  the  sales  manager,  for  example,  decides  to 
increase  the  sales  for  September  to  $37,000.00,  whereas  during 
August  they  amounted  to  $29,000.00,  it  is  impossible  to  determine 
offhand  if  the  increase  decided  upon  is  justified  by  the  facts.  He 
may  believe  that  the  $8,000.00  sales  increase  should  bring  a 
proportionate  increase  in  net  profit ;  this  may  not  be  true.  The 
preparation  of  a  budget,  showing  estimates  of  various  depart- 
ments for  September,  when  corrected  and  O.K.'d  may  show  that 
the  new  plan  is  grossly  in  error.  For  example,  assume  the  fol- 
lowing Profit  and  Loss  Statement  prepared  from  budget  figures : 

ESTIMATED  PROFIT  AND  LOSS  STATEMENT  (BUDGET  BASIS) 

MONTH  OF  SEPTEMBER,    1924 
Sales : 

A  Goods  —     200  units  @  $20 4,000.00 

B  Goods — 1,500  units  @    22 33,000.00       37,000.00 

Cost  of  Goods  Sold  : 
Material : 

A  Goods —     200  @  $6 1,200.00 

B  Goods — 1,500  @    8 12,000.00 

Direct  Labor : 

A  Goods —     200  @  $6 1,200.00 

B  Goods — 1,500®    8 12,000.00 

Overhead : 

A  Goods  —     200  @  $3 600.00 

B  Goods  — 1,500®    4 6,000.00      33,000.00 

Gross  Profit 4,000.00 

Expenses  (Departmentalized) 2,500.00 

Estimated  Net  Profit  1,500.00 
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ACTUAL  PROFIT  AND   LOSS  STATEMEN1 
MONTH  OF  AUGUST,    1924 
Sales : 

A  Goods —     350  units  @  $20 7,000.00 

B  Goods — 1,000  units  t'     22 22,000.00 

Cost  of  Goods  Sold  : 
Material : 

A  Goods —     350  (g  $6 2,100.00 

B  Goods  —  1,000  (a     S 8,000.00 

Direct  Labor : 

A  (ioods —    350  (g.  $6 2,100.00 

B  Goods — 1,000  fe    8 8,000.00 

Overhead : 

A  Goods —     350(2  S3 1,050.00 

B  Goods  —  1,000  (g,    4 4.000.00 

Gross  Profit 

Expenses  (Departmentalized) 

Net  Profit 


20,000.00 


25,250.00 


3.750.00 
2,000.00 
1,750.00 


As  a  matter  of  fact,  the  increased  sales,  as  planned,  will  result 
in  a  decreased  net  profit,  a  situation  not  desired.  B  Goods,  which 
are  to  be  pushed  more  emphatically,  carry  a  smaller  margin  of 
gross  profit  than  A  Goods  : 


A     (iilODS 

s 

B  Goods 
$ 

6 
6 
3 

20 
15 

s 
s 

4 

22 

Cost : 

Material                   

Direct  Labor 

Overhead       

20 

Gross  Profit 

5 

Now,  it  this  business  manufactured  a  large  Dumber  of  varied 
products,  and  the  executive  had  do  mean-  of  knowing  approxi 
mately  the  a<  1  urate  cost,  it  i-  seen  readily  that  a  serious  situation 
may  develop  quickly  without  any  intimation  thereof  being  avail- 
able beforehand.  The  budget,  in  other  word.-,  will  help  greatly 
in  crystallizing  intelligent  judgment. 

It  should  be  appreciated,  however,  that  a  budget  does  not  show 

actual  facts,  and  that  actual  performance  cannot  be  expected  to 

therewith  exactly.      It   is  a   working  basis,  and   the   more 
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skilled  the  various  executives  become  in  preparing  their  particular 
estimates  for  budget  inclusion,  the  nearer  will  the  estimated 
figures  approximate  the  actual  ones.  When  the  latter  situation 
is  reached,  executive  decisions  may  be  made  in  the  light  of  the 
budget  figures. 

Budget  Procedure.  —  It  is  incumbent  upon  each  department 
to  prepare  its  own  budget.  When  each  such  is  completed,  the 
department  head  should  scrutinize,  revamp,  and  approve,  after 
which  the  various  portions  submitted  to  him  are  redrafted  into 
the  plan  of  that  particular  function  which  then  is  passed  along  to 
the  executive  in  general  control  of  all  activities.  At  this  point  of 
rest,  the  various  functional  plans  are  gone  over,  after  which  the 
final  complete  plan  is  prepared  and  approved.  Subsequent  to 
this,  nothing  remains  to  be  done  except  to  prepare  the  Estimated 
Balance  Sheet  and  Profit  and  Loss  Statement.  The  chief  exec- 
utive then  receives  the  completed  report  for  study,  revision,  and 
approval. 

As  mentioned  previously,  the  sales  estimate  must  be  prepared 
prior  to  all  other  portions  of  the  budget  since  so  much  of  the 
remaining  parts  are  dependent  thereon.  The  sales  estimate  to  a 
large  extent,  for  example,  governs  the  production  plan  and  the 
latter,  in  turn,  predominates  the  materials  estimate.  Consider- 
able information  should  be  available  for  each  department  relative 
to  the  actual  facts  of  the  previous  period,  particularly  as  to 
expenses. 

The  actual  figures  of  the  past  form  the  foundation  of  the  budget 
preparation,  since  these  figures  are  revised  as  the  circumstances 
seem  to  demand,  dependent  upon  one's  knowledge  of  forecasting. 
The  material  prices  may  remain  constant  during  the  new  period 
and,  again,  they  may  not ;  the  more  complicated  the  product 
ingredients  are,  the  more  difficult  it  is  to  anticipate  what  will  be 
their  purchase  prices.  Further,  the  element  of  spoiled  work  in 
the  factory  has  a  direct  effect  upon  direct  material  costs.  The 
direct  labor  costs  must  be  analyzed  in  detail  before  intelligent 
decision  thereon  can  be  reached.  Certain  influencing  factors  are 
internal,  and  some  are  not ;  a  cutting  down  of  idle  time  may 
lessen  labor  cost,  as  will  perhaps  the  installation  of  efficiency 
methods,  whereas  matters  occurring  outside  of  the  plant  premises 
may  cause  either  a  drop  or  a  rise  in  future  labor  costs. 
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The  fixed  overhead  charges  must  be  studied  separately  from 
those  which  are  changeable.  Fixed  overhead  frequently  remains 
constant  when  production  is  increased ;  again,  the  increasing 
effect  may  be  noticed.  Fluctuating  overhead  probably  increases 
with  the  increase  in  production,  yet  undoubtedly  not  propor- 
tionately therewith. 

It  is  important  that  the  budget  period  is  of  the  correct  length, 
but  this  depends  upon  the  particular  business  and  upon  the 
conditions  peculiar  to  such  business.  The  turnover  may  govern 
the  length  of  the  budget  period,  but  whatever  its  length  is  there 
should  be  a  meshing  with  the  length  of  accounting  periods.  If 
the  budget  periods  do  not  correlate  with  the  accounting  periods, 
actual  progress  as  to  result  securement  cannot  be  determined. 
If  a  business  is  seasonal,  a  busy  and  dull  season  should  be  in- 
cluded ;  further,  its  length  should  be  sufficient  to  permit  of  a 
complete  cycle  of  both  sales  and  production  activities.  Some- 
times, the  budget  period  will  be  short  and,  again,  it  will  be  long ; 
if  a  business  is  subject  to  frequent  and  sudden  changes,  the 
period  should  be  as  short  as  possible.  Where  a  yearly  budget  is 
prepared,  monthly  budgets  are  advisable,  these  tying  into  the 
yearly  one,  so  that  as  time  passes,  revisions  may  be  made  as 
circumstances  require,  but  without  obscuring  the  year's  plan. 

In  order  to  insure  the  completeness  of  a  budget,  since  the  value 
of  an  incomplete  one  is  questionable,  one  should  study  closely  the 
chart  of  accounts  in  use  in  the  business,  assuming  that  the  latter  is 
entirely  adequate.  If  the  chart  of  accounts  has  been  properly 
constructed,  the  latter  will  cover  in  a  satisfactory  manner  the 
functional  divisions  of  the  concern,  as  financing,  production, 
marketing,  etc.,  and  the  departments  related  to  each  of  these  as 
well,  re^ardle>s  of  what  may  be  the  particular  differentiation 
involved. 

From  the  above,  it  i-  evident  that  mere  clerical  ability  is  not 
Sufficient    to   enable   a   person    t<>   prepare   a    satisfactory   budget 

e-timate.  Experienced  judgment  i>  absolutely  essential,  and 
yet  this  cannot  be  a<  quired  or  developed  ezcepl  through  numerous 
contacts    with    the    problems    of    budget    construction.     The 

more  budget  work  i-  attempted,  the  more  experience  is  secured; 
tir>t  attempts  are  most  apt  t<»  seem  entirely  unsatisfactory  a-  to 
results  secured. 
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Budget  Form.  —  There  is  no  standard  display  that  the  form  of 
the  budget  should  take.  The  primary  requisite  is  that  each 
portion  or  division  should  be  as  uniform  as  possible,  as  to  detailed 
subdivisions,  with  each  other  portion  or  division.  Each  function 
will  report  its  probable  payroll  and  expenses ;  some  will  report 
new  assets  needed  or  desired.  The  marketing  function  will  com- 
pile statistics  on  orders  taken,  unfilled,  and  shipped,  in  addition 
to  reporting  its  probabilities  as  to  payroll  and  expenses.  The 
producing  function  must  submit  information  on  materials  and 
supplies  to  be  used,  on  the  material,  labor,  and  overhead  com- 
ponents of  cost  of  sales,  and  on  the  material,  labor,  and  overhead 
makeup  of  manufactured  product  estimated  for  the  period. 
There  must  be  a  Balance  Sheet  as  of  the  close  of  the  past  period, 
and  a  Cash  Statement  (Estimated)  showing  opening  balance,  prob- 
able receipts  by  classes,  and  probable  disbursements  by  classes. 
There  must  also  be  an  Estimated  Balance  Sheet  and  Profit  and 
Loss  Statement  for  the  new  period,  the  Balance  Sheet  preferably 
being  in  comparative  form. 

The  question  next  arises  as  to  how  to  prepare  the  Estimated 
Balance  Sheet  and  Profit  and  Loss  Statement  so  that  these  will 
intermesh  with  each  other  as  under  double-entry.  The  method 
that  may  be  adopted  to  secure  this  is  the  same  as  that  used  by 
auditors  to  build  up  the  accounts  for  a  period,  after  which  a  Trial 
Balance  is  drawn  and  statements  prepared.  In  other  words,  the 
Balance  Sheet  as  of  the  close  of  the  last  period  (actual)  is  the 
starting  point;  this  may  be  spread  upon  working  paper  with 
sufficient  space  between  each  item  to  permit  of  charges  and 
credits  to  the  accounts  covering  estimated  future  transactions. 
Then  the  budgetary  information  found  in  the  various  budget 
schedules  is  spread  upon  the  working  sheet  by  Journal  entries, 
being  set  up  against  this  opening  Balance  Sheet  (actual).  The 
Trial  Balance  follows  as  a  matter  of  course,  after  which  the  esti- 
mated statements  may  be  prepared. 


CHAPTER   XV 

THE   FIRST   AUDIT.     AX    ILLUSTRATIVE    STUDY 
PROBLEM 

Introduction.  —  The  theoretical  training  of  students  who 
expect  to  enter  into  the  accounting  profession  is  absolutely 
essential ;  yet  those  trained  only  in  theory  are  far  from  having 
had  a  course  which  makes  possible  their  general  acceptance  into 
professional  ranks  in  a  junior  capacity.  The  study  of  any  or 
all  of  the  available  texts  upon  Auditing  never  will  make  a  student 
thereof  a  proficient  auditor. 

Recognition  of  the  above  has  resulted  in  the  present  attempt 
to  prepare  a  problem  which  reflects  some  of  the  atmosphere,  at 
least,  of  an  actual  audit.  If  the  work  in  the  course  to  date  has 
been  carried  out  conscientiously,  the  student  should  have,  prior 
to  commencing  the  solution  of  this  problem,  a  fair  idea  of  princi- 
ples and  of  forms  of  working  sheets  and  schedules. 

Although  it  cannot  be  said,  in  truth,  that  it  is  possible  for 
laboratory  practice  to  supplant  the  practical  contact  secured  as  a 
member  of  the  staff  of  a  recognized  accounting  office,  it  is  the 
hope  that  this  exercise,  prepared  upon  the  basis  of  situations 
which  have  arisen  in  practice,  and  of  ideas  secured  from  a  careful 
scrutiny  of  many  C.P.A.  questions  and  problems  in  auditing, 
will  be  of  considerable  help,  particularly  in  that  it  attempts: 

i.  To  present  a  correlated  review  of  the  major  portion  of  the 
principles  already  covered 

2.  To  enable  the  student  to  secure  a  representative  set  of  work- 
ing [tapers  to  which  he  may  refer  when  occasion  demands 

3.  To  illustrate  a  possible  audit  procedure  which  covers  more 
of  the  common  situations  calling  for  solution  than  an  aver- 
age assignment 

If  any  discrepant  [es  are  uncovered  in  the  progr<  5S  <»f  the  work, 
it  i-  believed  that  most  of  these,  if  not  all.  were  placed  in  the 
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problem  with  malice  aforethought  to  test  the  students'  powers 
of  analysis  and  correlation. 

In  order  to  avoid  dates  which  eventually  are  too  far  in  the 
past,  the  situations  developed  do  not  go  back  beyond  a  two- 
year  period  of  activity ;    therefore  note  the  following : 

1.  The  current  incomplete  year  in  which  the  audit  is  made  is 
designated  as  iqx. 

2.  The  current  year  just  closed  at  the  end  of  which  the  audited 
Balance  Sheet  is  to  be  prepared  is  designated  as  19a. 

3.  The  year  just  prior  to  the  one  just  closed  is  designated  as 
i9aa.  As  of  the  time  when  the  student  works  on  this  prob- 
lem, the  actual  dates  may  be  inserted  in  the  problem  and  on 
the  working  papers ;  for  example,  assuming  the  audit  is 
made  as  of  the  year  1924,  then : 

19X    is  1924 

19a    is  1923  (year  of  audit,  at  end  of  which  Balance  Sheet 

prepared) 
i9aa  is  1922 

WORK  &  DOMUCH 
PUBLIC   ACCOUNTANTS  —  AUDITORS 


Date  . 


Received  at  Office 
. ..12/28/a 


Engagement  Memo  No 1608 


Client  :  Hancock  Manufacturing  Company         Client  No.  1019 

.Address  :   1920  Water  Street,  City 

Telephone  :  W-8-6463 

Contact:  J.  B.  Hancock,  President  with  I.  Work 

Address  Report  to  :  J.  B.  Hancock,  President 

Nature  of  Business  :  Manufacturer  of  Office  Appliances 

Nature  of  Assignment:  Audit  for  year  ended  12/31/a 

To  Begin  :   1/7/x 

Time  Estimate  :   Four-five  weeks 

Staff  Requirements  :   1  Semi-senior 

Rates  :  Usual  per  diem 

Report  Expected:  3/1/x 

Comments  :  1 .   First  audit 

2.  Examine  Balance  Sheet  accounts  from  date  of  organization. 
January  1,1 9aa  (2  years) 

3.  Probable  possible  dividend  on  common  stock 
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First  Steps.  —  Prior  to  1/7/x: 

1.  Use  remaining  portion  of  week  available  in  which  to  pre- 
pare tentative  plans. 

2.  Secure  letter  of  introduction. 

3.  Secure  time  reports,  working  paper,  firm  business  cards,  etc. 

4.  Secure  general  instructions  from  firm  partner ;  note  the 
following :  "  communicate  at  once  with  office  when  in  doubt. 
Office  of  the  Hancock  Manufacturing  Company  opens  at 
8  :  30  a.m.  ;  report  each  day  at  that  time  and  do  not  leave 
until  office  closes  in  the  afternoon  (except  for  lunch)  unless 
to  report  back  for  instructions." 

Morning  of  1/7/x : 

1.  Present  self  at  company  office  sharp  at  8  :  30  A.M. 

2.  Introduction  to  President.  Mr.  Hancock 

3.  Conversation  with  Mr.  Hancock.     Notes  taken: 

a.  Company  incorporated  January  1,  igaa 

b.  Business  seems  satisfactory  but  of  late  Mr.  Hancock 
obsessed  with  notion  the  accounts  have  not  been  kept  as 
they  should.     Suspicious  of  manager's  assistant 

c .  Books  kept  by  double-entry 

d.  Monthly  Trial  Balances,  but  out  late 

e.  President  and  Treasurer:  J.  B.  Hancock  1 
Secretary  :  O.  Jones  >  Directors 
Factory  Manager  :  H.  Brown 

/.  Office  Manager  and  Head  Bookkeeper :  D.  Henning 
(age  63) ;  in  employ  from  beginning.  Honesty  unques- 
tioned. 

g.  Assistant  to  Office  Manager:  B.  Stewart  (28);  unmar- 
ried ;  in  employ  one  year  ;   be  careful 

//.  Cashier  and  Stenographer  :  Anna  Smith  (39) ;  in  employ 
from  beginning 

i.  Books  never  audited;  system  developed  by  both  man- 
agers 

j.  Vouchers,  invoices,  and  records  supposedly  in  order  to 
date. 

k.  Examine  as  necessary,  but  do  not  go  back  into  operations 
beyond  19a;  accept  operation  therefor  as  per  books; 
books  not  closed  for  hm 

/.   De-ire  expressed  by  auditor  to  count  cash  and  to  set  ure 

I  Opy  of  Trial  Balam  e  at    1  2   31/a 

4.   Introduction  to  various  persons  whose  names  appear  above 
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5.  A  glance  at  Trial  Balance  disclosed  four  accounts  of  present 
import :  Cash,  Petty  Cash,  Notes  and  Acceptances  Receiv- 
able, Investments 

6.  Agreeable  place  secured  in  which  to  work 

Cash.  —  Count  of  cash  on  hand  (in  presence  of  B.  Stewart, 
cashier)  at  8  :  55  a.m.,  January  7,  19X,  produced  the  following: 


I.  0.  U.'s: 

Cashier,  dated  12/4 
Checks  : 

a  (no  approval) 

.     .    $  30.00 

Able  &  Sand 

i/5/x 

$110.00 

Black  &  White 

i/5/x 

142.00 

Crosby  &  Company 

i/3/x 

73.00 

Dunlop  &  Smith 

1/2/x 

8.50 

Eberle  &  Jones 

1/12/x 

55.00    .    .    . 

.    .      388.50 

0.  B.  Sauter 

10/27/a 

.    .        96.15 

Currency : 

$20  bills 

S 

$100.00 

10    " 

9 

90.00 

5    " 

10 

50.00 

2    " 

8 

16.00 

1    " 

19 

19.00 

Half-dollars 

21 

10.50 

Quarters 

17 

4-25 

Dimes 

25  #16 

4.10 

Nickels 

25  #  19 

2.20 

Pennies 

12 
Total 

.     .    $810.82 

Currency  on  hand  on  morning  of  1/7/x,  resulted  from  cash 
sales  of  1/5/x.  Checks  on  hand  on  1/7/x,  received  from 
customers ;  entered  in  due  course  in  Cash  Book.  Deposits  are 
made  on  the  morning  of  the  next  banking  day  succeeding  day  of 
receipt.  Check  of  Eberle  &  Jones,  dated  1/12/x,  for  $55.00 
(see  above)  was  received  on  12/28/a.  O.  B.  Sauter  has  left  the 
city  and  cannot  be  located.  When  check  returned  by  bank, 
protest  charges  of  $1.75  were  incurred,  and  were  taken  up  on 
Cash  Book  in  November  as  a  debit  to  Sales. 

Petty  Cash.  —  Count  of  petty  cash  on  hand  (in  presence  of 
Anna  Smith,  petty  cashier)  at  9 :  10  a.m.,  January  7,  19X,  de- 
veloped : 
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Bills: 
Sio 

5 
2 
1 

Silver,  etc. 

So.  50 

•25 
.10 

•05 
.01 

Stamps  : 
.10 
.06 
.04 
.02 
.01 


3 

5 

5 

24 


11 
21 

25  #25 
25  #  25  #  20 
12 


4 

5 

9 

25 

80 


$30.00 
25.00 
10.00 
24.00 

$  5-50 
525 
5.00 

3-5o 

.12 


SSo.oo 


19-37 


Check  of  0.  Jones,  dated  1/2/x,  on  the  F.  T.  &  Deposit  Co. 
Vouchers  —  All  approved  by  Manager  D.  Henning  : 


2.36 

40.00 


Xos.  823 
24 
25 
26 
27 
28 
29 


of 


1/2/x 

1/2/x 

1/2/X 
I/3/X 

i/3/x 
i/5/x 

i/5/* 


$10.00 

1.30 

.00 

•45 
8.19 
2.20 
1. 17 


$   24.21 

Total Si  74.04 


Sundry  Cash  Facts.  —  Footing  the  Cash  Book  for  the  first 
four  days  in  January  (excluding  1/1/x)  produced  : 

Net  Debit  Total $21,052.32 

Net  Credit  Total 4,312.18 

A  signed  order  was  secured  from  Mr.  Hancock  on  the  City 
Bank  Trust  Company  to  honor  all  inquiries  concerning  balances 
carried  and  the  financial  affairs  0!  the  Hancock  Manufacturing 
Company.  Pursuant  to  this  order,  the  following  was  secured 
from  the  bank  : 


Bank    statement    for   December,    iqa 
Certification  that  on  January  5,  tox,  at  end  of  business  day, 
tin-   Han.  oik    Manufacturing   Company   had   on    dei 
$18,618.22,  including  interest  of  $30.04,  credited  on  ta  31/a 
Canceled  checks  accumulated  to  i  5  1 
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The  bank  reconciliation  as  of  11/30/a  was  secured  from 
B.  Stewart. 

On  12/18/a,  a  sight  draft  was  drawn  on  the  Office  Supply 
Company  of  Utica,  N.Y.,  for  $1,010.20,  this  representing  balance 
due  from  them.  Draft  was  credited  to  Hancock  Mfg.  Co.  by  the 
City  Bank  Trust  Company,  collector,  on  12/28/a. 

On  12/28/a,  a  note  signed  by  the  Jones  Equipment  House, 
Auburn,  N.Y.,  for  $750.00,  dated  10/3/a,  and  due  1/2/x,  no 
interest,  was  sent  to  bank  for  collection. 

A  check  from  the  Montreal  Stationery  Company,  $110.00,  of 
Montreal,  Canada,  was  received  on  1/4/x,  being  deposited  by 
Company  as  of  1/5/x. 

A  comparison  of  the  canceled  checks  returned  against  Cash 
Book  entries,  resulted  in  the  following  list  of  outstandings,  as 
of  1/5/x : 


Nos. 

Date  Issued 

To  Whom 

A 

MOUNT 

8819 

10/1/aa 

C.  L.  Black 

$ 

82.40 

18420 

12/29/a 

S.  D.  Hinge  &  Sons 

IO2.75 

18424 

12/31/a 

Bauer  &  Smith 

310.18 

18425 

1/2/x 

Syracuse  Foundry 

220.90 

18427 

1/3/x 

L.  M.  Edwards 

90.85 

18428 

1/4/x 

Chair  Hospital 

6.88 

18429 

i/5/x 

Saunders  &  Co. 

Total 

201.10 

$1 

,015.06 

Check  No.  8819  was  found  in  the  November  reconciliation  ;  all 
other  outstandings  thereon  are  cleared.  C.  L.  Black  was  a  sales- 
man formerly  in  company  employ.  He  left  the  office  one  even- 
ing subsequent  to  10/1/aa,  and  failed  to  show  up  at  any  time 
thereafter ;  a  registered  letter  sent  some  six  months  ago  to  his 
last  known  address  was  returned.  Above  facts  confirmed  by 
office  manager,  Mr.  Henning. 

A  comparison  of  daily  receipts  and  deposits  per  Cash  Book  for 
January,  iox,  produced : 

Date  Receipts  Deposits 

2  $1,921.02  $   814.19 

3  1,486.65  1,920.72 

4  1,768.25  1,486.15 

5  684.67  1,658.05 
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Differences  in  the  above  result  from  exchange  having  been  de- 
ducted by  bank  from  face  of  each  deposit,  each  latter  being  cred- 
ited to  company  net.  Exchange  determined  for  December,  19a, 
was  S5.40. 

Notes  Receivable.  —  These  were  examined,  the  following  being 
on  hand : 

1.  Solid  Furniture  Company,  dated  August  1,  19a,  due  Febru- 
ary 1,  19.x,  interest  at  6%,  $946.00. 

2.  Tarbell  &  Bacon,  dated  August  1,  19a,  due  December  1,  19a, 
for  $1,500.00.  interest  at  6%.  Protested;  protest  charges 
$3.10.  paid  from  petty  cash,  and  charged  to  Salesmen's 
Salaries. 

3.  Jones  &  Sperry,  dated  December  1,  19a,  due  March  1,  19X, 
interest  at  6%.  Indorsed  by  president,  Harlow  Andrews. 
Amount,  Si, 800.00. 

The  following  note  was  in  the  hands  of  the  company  attorney, 
J.  B.  Shawnev.  for  purposes  of  suit  for  collection.  Existence 
confirmed  in  writing  by  Mr.  Shawncv.  who  states:  "Able  & 
Bogg  now  in  bankruptcy  ;  at  most  20%  wall  be  received  on  claim 
which  was  presented  on  12/18/a  to  referee  in  due  form." : 

1.  Able  &  Bogg,  dated  July  1,  due  October  1,  19a,  interest  at 
5%,  $892.50. 

Investments.  —  An  examination  of  the  securities  on  hand  plus 
other  information  thereon  developed  the  following: 

1.  20  shares  common  stock  —  Tillman  Appliances  Company,  a 
local  corporation  (par  Sioo.oo).  An  analysis  of  the  Invest- 
ments account  resulted  in  the  following  : 

Debits:        50  share>  purchased  June  15,  iqaa,  @-  120  S6.ooo.oo 

Credits:       20  shares  Bold  12  30  aa.  ex  div.  (</•  125  S2.500.00 

10  shares  sold  0/ 1   a,  ("-  100  i.ooo.oo 

Balance  covering  stock  investment  $2,500.00 

A  dividend  <>f  <<f"v  was  declared  as  of  12/1  aa,  payable  as  oi 
12   ;i  aa,  and  received  ]    10  a.  at  which  time  same  credited 
to  Dividends  on  Stock.    Communication  with  Treasui 
Tillman   Appliances  Company  substantiated   the  above. 
No  further  dividends  declared  or  received  thereon. 
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2.  ioM  B.L.T.  Stores  istMtge4's  (par  $1,000.00).  Maturity 
1 93  5 .  Interest  payment  dates  J  —  D .  Interest  coupons  in 
order.  Purchased  on  1 1/2  i/aa  @  88  5/8.  Total  purchases 
at  cost  $9,051.39 

Interest  taken  up  as  and  when  due. 

3.  5M  Salt  City  Motor  Exchange,  istMtge  5's  (par  Si, 000.00). 
Maturity  1940.  Interest  payment  dates  J  —  J.  Interest 
coupons  in  order.  Purchased  6/26/a  @  100.  Total  pur- 
chases cost  $5,121.53 

Interest  taken  up  as  and  when  due. 

Bond  valuations  as  on  12/31/a  secured  from  local  brokers: 

1.  B.L.T.  —  December  30,  19a,  quoted  @  75 

2.  Salt  City  Motor  Exchange  —  December  29,  19a,  sales  @ 
101 

Trial  Balance  —  Minutes.  —  The  trial  Balance  of  the  General 
Ledger  as  of  December  31,  19a,  is  as  under  : 

1    Real  Estate  &  Buildings $50,950.00 

4  Machinery  —  Tools  —  Equipment     .     .  38,150.00 

9   Auto  Equipment 4,700.00 

13    Sprinkler  System 600.00 

16   Furniture  &  Fixtures 2,086.00 

20  Patents  —  Trademarks  —  Goodwill  .     .  2,565.50 

25   Treasury  Stock 5,050.00 

27   Investments 16,672.92 

30   Customers'  Accounts 49,880.00 

40  Notes  &  Acceptances  Receivable  .     .     .  5,888.50 

45    Purchases 107,326.50 

62    Petty  Cash 175.00 

7°   Cash 15,191.73 

75    Labor 25,000.00 

81    Fuel 5,400.00 

84   Repairs  —  Machinery 2,500.00 

87  Provision  for  Depreciation  —  Machinery  1,850.00 

90   Taxes 1,145.00 

93  Factory  Expense  &  Supplies     ....  9,821.00 

95  Salesmen  —  Salaries  &  Expenses  .     .     .  5,000.00 

99   Advertising 9,000.00 

101    Office  Salaries 12,500.00 

104   Office  Expense  &  Supplies 3,200.00 

107  Provision  for  Depreciation  —  Furniture 

&  Fixtures 424.00 

in    Sales  Discount 950.00 

113    Interest 1,124.31 

118   Insurance 94704 

Amount  carried  forward 
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120  Mortgage  on  Real  Estate S  20,000.00 

125  Creditors'  Accounts 4. 300. 00 

140  Notes  Payable 1  [,589.35 

150  Capital  Stock 110,000.00 

155  Sales     . 157,679.50 

170  Raw  Material  Sales 8,000.00 

178  Appreciation  —  Real  Estate  &  Buildings  12.000.00 

180  Interest  Received 1,825.00 

190  Surplus 53.5Q7-IS 

S378.QQi.00    S378.QQi.00 

As  a  result  of  reading  the  Minutes,  the  following  notes  were 
made  : 

1.  Authorized  amount  of  capital  stock  :  Preferred,  Si  50,000.00 
(1,500  shares  (a  S 1 00.00) ;  Common,  $150,000.00  (1,500 
shares  @  Si 00.00). 

2.  January  10,  ioaa  :  Moved  and  carried  that  negotiations  be 
commenced  by  Hancock  to  close  deal  for  purchase  of  prop- 
erty upon  which  to  erect  building  for  manufacturing,  same 
to  be  paid  for  by  50  shares  preferred  and  50  shares  common 
stock. 

3.  January  10,  ioaa  :  Moved  and  carried  that  a  patent  on 
steel  filing  cabinet  now  owned  by  Hancock  be  purchased, 
price  as  entered  upon  the  books  not  to  exceed  S2.000.00. 

4.  January  10,  ioaa.  Moved  and  carried  that  negotiations  be 
concluded  by  Hancock  to  purchase  property  for  sale  ad- 
joining piece  agreed  upon  as  indicated  above.  Price  to  be 
reasonable. 

5.  January  10,  igaa  :  Moved  and  carried  that  a  vote  of  thanks 
and  appreciation  be  extended  Hancock  for  donation  of  100 
shares  preferred  capital  stock  to  company  to  create  a  sur- 
plus. 

Investigation  of  System.  —  A  scrutiny  of  the  office  routine  pro- 
duces the  following : 

1.  Office  boy  brings  in  the  mail  about  8  :  30  a.m. 

2.  Mail  is  opened  by  Stewart  ;    then  distributed  : 

a.  Order  letters  to  Mr.  Han<  ock 

b.  Finance  letters  to  Henning 

c.  Cheeks,  money  orders,  and   cash  kept  by  Stewart  and 
entered  by  him  in  Cash  Book 

3.  Anna  Smith  actually  cashier  only  over  petty  cash 
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4.  Hancock,  Henning,  and  Miss  Smith  arrive  between  8  :  30  — 
9 :  00  a.m. 

a.  Orton  Jones  :  Factory 

b.  Henning :  General  Ledger,  correspondence,  notes  pay- 
able, general  supervision  of  office.  Assisted  to  large 
extent  by  Stewart 

c.  Miss  Smith :  Billing  (in  duplicate)  totals  being  carried 
forward  to  end  of  month  to  get  total  sales.  Duplicate 
bills  are  numbered  consecutively,  a  new  series  of  numbers 
being  used  each  month.     Frequently  assisted  by  Stewart 

d.  Stewart:  Accounts  receivable  and  payable  Ledgers. 
Postings  made  direct  from  duplicate  bills  to  Customers 
Ledger 

5.  Petty  cash : 

a.  Supplied  by  check  as  needed,  to  return  fund  to  a  round 
amount  of  $175.00 

b.  Stamps  used  freely,  being  purchased  on  order ;  no  check 
on  issues 

c.  Petty  cash  vouchers  cleared  through  Voucher  Register 

6.  Payroll: 

a.  Prepared  in  factory  under  supervision  of  Jones 

b.  Envelopes : 

i.  Smith  writes  employee's  name,  number,  amount 
ii.  Stewart  places  money  in  envelopes,  and  seals  them 

c.  Check  drawn  for  full  amount ;  overages  returned  to 
general  cash 

7.  Books  of  original  entry : 

a.  Journal 

b.  Voucher  Register  (Ledger  accounts  not  dispensed  with) 

c.  Purchase  Returns  Book 

d.  Sales  Book 

e.  Sales  Returns  Book 
/.  Cash  Book 

8.  Ledgers : 

a.  General 

b.  Customers 

c.  Creditors 
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Errors  Uncovered  in  Routine  Work    on  Cash  Book.  —  The 
results  hereunder   discovered   may   be   summarized   as  under : 

1.  Debit  footing  short  $2,000.00 

2.  Credit  footing  over  Si, 000. 00 

3.  False  debits  to  Expense  : 

a.  Factory  Expense,  Si, 300. 00 

b.  Advertising,  $700.00 

c.  General  Office,  $350.00 

d.  Sales  Discount,  $650.00 

4.  Cash  payments : 

a.  March  2,  19a:  Accounts  Payable  overfooted  $100.00 

5.  Cash  Receipts : 

a.  October  17,  19a:  Accounts  Receivable  overfooted 
$100.00 

Errors  Uncovered  in  Routine  Work  on  Sales  Record.  —  The 
Sales  Book  was  proved  and  errors  uncovered  were  summarized  as  : 

1.    Sales  amounting  to  $1,000.00,  chargeable  to  Accounts  Re- 
ceivable were  not  posted ;  collected  in  full. 

Errors  Uncovered  in  Routine  Work  on  Voucher  Record  and 
Invoices.  — 

1.  Footings: 

a.  Accounts  Payable  underfooted,  $10.00,  on  October 
25,  19a. 

b.  Office  Supplies  column  underfooted,  $10.00,  on  Novem- 
ber 3,  19a. 

c.  Total  for  November,  19a,  $4,618.10,  Dr.  to  Purchases  as 
S4.681.10,  and  Cr.  to  Accounts  Payable  as  same. 

2.  Vouching: 

a.  Invoice  of  Bonn  &  Co..  January  0,  [0a,  $816.20,  entered 
in  V.R.  as  $816.20;    paid  by  check  No.  930a  t.20. 

b.  Invoice  of  Goode,  Brant  &  Co.,  February  16,  [9a, 
$714.28,  entered  in  V.  R.  as  $711.18;   paid  by  check 

No.  9410  as  $711.  iS. 

c.  Invoice  of  Butler,  Street  &  Jones,  April  24,  19a,  of  $82.16, 
entered  in  V.  R.  as  $82.16;  paid  by  check  No.  9601  as 
$82.06. 
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d.  Invoice  of  Spicer,  Pegler  &  Co.,  April  28,  19a,  for  Si  18.92, 
entered  as  $181.92  ;  paid  by  check  No.  9680  as  Si  18.92. 

e.  Invoice  of  Day  &  Munns,  July  18,  19a,  of  $96.18,  entered 
as  $96.18  ;  paid  by  check  No.  11402  as  $69.18. 

3.   Discount  not  deducted  on  invoices  : 


Concern 

Date 

Amount 

Terms 

Paid 

a.   Sweetzer  &  Jones 

1/4 

$300.00 

2/10 

1/12 

b.    Ordway  Stevens 

2/10 

116.20 

1/30 

3/6 

c.    Paisley  &  Co. 

2/28 

212.40 

2/10 

3/7 

d.    Sweeney-Smith 

4/6 

85.90 

2/10 

4/i3 

e.    Howard  Co. 

5A7 

186.70 

2/60 

7/5 

/.    T.  E.  Scott 

7/o 

96.00 

2/10 

7/12 

g.    Olson  &  Co. 

10/6 

250.00 

2/60 

12/2 

Distributions : 

a.  Ralston  &  Jerry,  $201.60,  page  82  of  V.  R.  charged  as 
Office  Expense ;  should  be  advertising. 

b.  Carey  &  Taylor,  $118.10,  page  88  of  V.  R.  charged  as 
Factory  Expense ;  should  be  Purchases. 

c.  Stover  &  Brown,  $18.10,  page  96  of  V.  R.  charged  to 
Office  Expense  as  $8.10,  whereas  Cr.  to  Accounts  Pay- 
able is  $18.10. 

d.  Ellis  &  Gay  Co.,  $19.40,  page  102  of  V.  R.  charged  to 
Factory  Expense  as  $29.40,  whereas  Cr.  to  Accounts 
Payable  is  $19.40 ;  charge  to  be  to  Office  Expense. 

5.    Postings  to  Ledger  : 

a.  False  debit  found  in  Ledger  of  $20,000.00. 

Errors  Uncovered  in  Checking  out  General  Journal.  —  1.    En- 
try of  March  19,  19a  was  : 

Dr.  Notes  Payable 410.65 

Cr.  Accounts  Payable 41065 

Explained  in  entry  as  representing  a  cancellation  of  above  account 
and  giving  of  note  to  replace  same. 

Notes   Payable.  —  A   summary   of   the   account  components 
(current  items)  produced  the  following  : 
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1.  Debits: 

a.  Ochner  &  Black,  March  19,  19a;  J.  18;  due  12   19/a; 

interest  5  % $    410.65 

b.  Butler  &  Scovill,  October  16,  i9aa;   due  1/15/a     .     .  3,000.00 
Actual  Total $  3,410.65 

c.  Shortage  uncovered  in  Dr.  footing 3,000.00 

Total  Dr.  per  Ledger $      410.65 

2.  Credits : 

a.  C.  B.  Trust  Co.,  dated  7/31/a,  interest  6*^  payable  at 
maturity;    1  31/x S  2,000.00 

b.  C.  B.  Trust  Co.,  dated  8/1/a,  interest  at  6r',  payable  at 
maturity;  due  2/1/x 3,000.00 

c.  Citizens  Bank,  dated  8/1 /a,  due  3/1 /x;  interest  at 

payable  at  maturity       6,000.00 

d.  Spencer  Willis  &  Co.,  dated  12/1/a,  due  in  60  days; 

interest  at  6  <^  paid  to  maturity 1,000.00 

Actual  Total  and  Cr.  per  Ledger Si  2,000.00 

e.  False  credits  uncovered  above  : 

C.  B.  Trust  Co S2.000.00 

Citizens  Bank 4.000.00  S  6,000.00 

Total  Cr.  covered  by  original  entries $  6,000.00 

3.  Balance  per  Trial  Balance Si  1,580.35 

Inventories.  —  These  are  summarized  as  under  : 

1.  Finished  product $2 1,000. 00 

2.  Goods  in  process 8,000.00 

3.  Raw  materials 10,000.00 

4.  Fuel  —  160  T.  (5  Si. 25  (cost)       200.00 

5.  Factory  supplies  (cost) 300.00 

6.  Office  supplies  (estimated)       200.00 

Inventory  certificate  secured  covered  the  following : 

1.  Quantities  of  raw  materials,  supplies,  fuel,  goods  in  process  : 

a.  Taken  by  actual  count,  weight,  or  measurement  (except 
offi< 

b.  Same  taken  as  of  1/5/a 

2.  Valuations: 

a.  Finished  product : 

At  sales  value,  per  list $30,000.00 

Less  —  30',' o.ooo.oo     $21,000.00 

b.  Goods  in  process : 

Direct  labor  and  material $7,000.00 

Estimated  overhead i.ooo.oo         8,000.00 

c.  Raw  materials : 

•  ual  cost $0,000.00 

Plus  increase  in  market,  lat- 
ter on  12  31   a  being  $10,500.00         .        1,000.00       10,000.00 


268  AUDITING 

3.  No  information  hereunder  that  any  materials  or  supplies 
passed  f.o.b.  point  in  transit  at  12/31/a. 

4.  Product  billed,  not  shipped,  has  not  been  included. 

5.  No  inclusion  of  goods  on  consignment. 

An  examination  of  the  receiving  tickets  discloses : 

1.  Goods  checked  in  on  12/29/a,  $126.50;  receiving  ticket 
sent  to  office  for  entry  on  1/2/x.  Goods  are  glue,  sand- 
paper, drawer  handles,  screws,  and  bolts. 

Sales  billed  between  12/31/a,  and  1/5/x,  amounted  to  $445.00. 
$236.50  of  this  amount  represents  goods  shipped  prior  to  12/31/a. 
Materials  received  between  12/31  and  1/5,  cost  $402.40  (Invoice 
cost).     Factory  was  shut  down  during  first  week  in  January,  19X. 

Scrutiny  of  purchase  contracts  develops  the  following ; 

1.  Swan  &  Co.,  are  to  ship  between  Xmas  and  New  Years',  oak 
lumber  and  sheet  steel  amounting  to  $790.80.  Shipment 
was  f.o.b.  shipping  point.  Correspondence  file  produced 
letter  dated  1/2/x,  that  Swan  &  Co.  had  delivered  to  car- 
rier, as  contracted  for,  on  12/29/a. 

Real  Estate  and  Buildings.  —  An  analysis  of  this  account  pro- 
duced the  following  results : 

1.  As  to  charges  : 

a.  Land  acquired  1/10/aa,  by  issue  of  50  shares  of  pre- 
ferred stock  and  50  shares  of  common  stock,  from  Mr. 
Hancock Sio,ooo.oo 

b.  Land  purchased  for  cash,  January  15,  ioaa  ....         6,000.00 

c.  Expended  in  ioaa,  up  to  and  including  April  ioaa: 
Net  material  cost,  $6,500.00  ;    discount  on  above  sent 

to  Purchases  account,  $150.00;  erection  labor,  $11,- 
200.00 ;  management  supervision  (portion  of  annual 
salaries),  500.00;  portion  of  office  expenses,  $250.00; 
interest  on  outlay  to  date  of  completion,  $200.00; 
profit  transferred  to  Profit  and  Loss,  $1,200.00      .     .       20,000.00 

d.  Additions  to  June  30,  19a,  $2,200.00;  additions  sub- 
sequent thereto,  $800.00,  ending  October  31,  19a        .         3,000.00 

e.  On  1/1/a,  the  assessed  value  of  the  property  caused 

the  Board  to  order  an  increase  in  book  value    .     .     .       12,000.00 
/.    In  March  19a,  the  cost  of  replacing  coping  and  portion 
of  roof  on  one  building,  due  to  disintegration  on  part 

of  frost  and  ice  during  winter 05000 

$51.050.00 

2.  As  to  credits  : 

a.    Depreciation  as  of  1 2/31 /aa,  5%  on  $20,000.00      .     .     $  i.ooo.oo 
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Property  deeds,  title  abstracts,  contracts,  etc.,  were  seen.  Prop- 
erty deeds  never  recorded.  Building  foundations  of  concrete ; 
superstructures  of  brick. 

Depreciation  rate  taken  not  to  be  less  than  3%  per  annum, 
and  as  much  more  as  may  be  desired.  Same  to  be  considered  on 
basis  of  years  and  months. 

Machinery  —  Tools  —  Equipment.  —  An  examination  of  this 
account,  and  allied  information,  produced  the  following :  The 
first  debit  occurred  as  of  April  30,  ipaa,  at  which  time  purchases 
were  debited  thereto,  $24,697.65,  plus  installation  charges  of 
$302.35.  During  the  year  i9aa,  the  following  additions  are 
noted:  August  15,  purchases  of  $3,500.00;  September  30,  pur- 
chases of  $3,000.50;  November  15,  purchases  of  $1,841.75,  plus 
cost  of  removing  machines  incidental  to  new  installation,  $1 58.75  ; 
December  1,  purchases  of  $1,969.00  gross,  less  sale  price  of  one 
machine  purchased  on  April  30,  ante,  or  $470.00,  making  a  net 
entry  of  $1,499.00.     The  machine  which  was  sold  cost  $425.00. 

On  April  15,  19a,  purchases  amounted  to  $4,510.60;  relative 
to  these  additions,  a  purchase  discount  was  received  of  $225.53, 
when  bill  was  paid,  this  latter  amount  being  credited  to  Purchases 
account.  On  August  1,  19a,  additional  purchases  amounted  to 
$2,489.40 ;  in  this  latter  amount,  $276.40  represented  the  cost  of 
moving  one  machine  to  permit  of  more  economical  operation 
including  reinstallation. 

The  total  debits  to  the  account  amount  to  $42,000.00. 

On  December  31,  i9aa,  a  credit  was  made  of  $2,000.00,  cover- 
ing depreciation  for  the  year,  this  being  8',  on  S25.ooo.oo.  tin- 
total  of  the  debit  made  on  April  30,  i9aa.  (  m  I  >e«  ember  3 1 ,  19a, 
two  depreciation  credits  are  noted:  one  of  4'',  <>n  $25,000.00, 
entered  as  £1,050. 00,  and  one  of  8%  on  $10,000.00;  this  latter 
$10,000.00  represents  the  additions  during  ioaa.  exclusive  of  the 
$25,000.00,  mentioned  above  (amount  entered,  SSoo.oo).  These 
represent  all  the  credits  to  the  account  in  two  year-,  the  total 
thereof  as  booked  being  $3,850.00. 

It  is  decided  that  the  charges  for  machine  removal  and  rein- 
stallation shall  be  written  off  in  three  year-,  each  one.  the  firsl 
-£  to  be  written  off  during  the  year  in  whi.  h  the  (  barge  originated. 

As  of  March  1,  19a,  the  employees  finished  assembling  and 
setting  up  a  new  machine  (not  yet  installed    consuming  then'- 
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under  $211.20  in  labor  and  $106.18  in  material.  These  charges 
are  not  included  above,  having  been  booked  to  date  only  as  labor 
and  purchases. 

Perishable  tools  thus  far  have  been  charged  to  Factory  Expense 
and  Supplies  account.  On  December  31,  ioaa,  the  inventory 
thereof  was  $316.75.  Purchases  between  1/1  and  12/31,  in  19a, 
were  $487.38.     The  inventory  on  December  31,  19a,  was  $405.40. 

The  depreciation  rate  used  should  be  in  excess  of  10%  per 
annum.     Calculate  on  basis  of  either  even  or  half  months. 

Auto  Equipment.  —  The  debits  to  this  account  comprise  the 
following : 

1/15/aa   Auto  No.  1  $1,000.00 

7/1/aa    Autos  Nos.  2-4  ($1,000.00  each)  3,000.00 

1/2/a    Auto  No.  5  1,200.00 

2/1 /a    Auto  No.  6  1.200.00 

S6.400.00 

The  offsetting  credits  are  as  under : 

12/31 /aa    Depreciation  —  15  <~c  of  $4,000.00  $    600.00 

2/1 /a    Auto  No.  2  650.00 

4/1 /a    Auto  No.  4  450-00 

Si.  700.00 

Auto  No.  5  was  purchased  to  replace  No.  1,  which  was  dis- 
carded because  of  an  accident.  Estimated  that  No.  1  could  be 
placed  in  good  condition  for  $250.00,  after  which  it  would  have  a 
value  of  $400.00. 

Auto  No.  2  was  traded  in  against  No.  6  for  $650.00. 

Auto  No.  4  was  partially  destroyed  by  fire  in  March  19a  ;  sold 
for  $450.00  on  April  1,  19a.     No  insurance  carried. 

Consider  maximum  life  as  not  to  exceed  three  years. 

Sprinkler  System.  —  One  debit  in  this  account  repre- 
sents first  payment  made  thereon  October  1,  19a.  The  con- 
tract price  was  $3,000.00,  balance  payable  being  covered  by 
installment  notes  falling  due  every  three  months,  each  for 
$600.00:  January  1,  19X;  April  1,  19X;  July  1,  19x5  October 
1,  19X. 

Furniture  and  Fixtures.  —  This  account  is  composed  of  the 
following : 
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1.   Debits: 

January  1,  iqa 
February  1,  19a 
May  15,  19a 

Balance 

P.  J.     (Office  Phone  System) 

V.  R.     (Office  Wall  Cabinets) 

J.     (Depreciation) 
Balance 

$2. 1 20.00 
130.00 
260.00 

S  2. 5 10.00 

2.    Credits : 

December  31,  19a 

S   424.00 
2,086.00 

$2, 5IO.  OO 

The  balance  at  the  first  of  the  year  is  composed  of  the  follow- 
ing:  Furniture  at  90%  of  cost,  S810.00,  divided  as  between  fac- 
tory. $216.00,  and  office,  S5Q4.00 ;  equipment  at  80%  of  cost, 
$720.00,  divided  as  between  factory,  £240.00,  and  office,  S4S0.00 ; 
office  partitions  at  cost,  $300.00;  office  lighting  system  at  80^ 
of  cost,  S2QO.OO. 

The  furniture  in  the  opening  balance  was  purchased  on  January 
15,  igaa;  the  equipment  was  purchased  on  February  14,  igaa; 
the  partitions  were  erected  in  April,  igaa  ;  the  lighting  system  was 
installed  in  July,  igaa. 

The  debit  of  $260.00,  on  May  15.  19a,  represents  material. 
$220.00.  and  labor,  S40.00. 

The  depreciation  covers  only  the  opening  balance.  Depreciate 
partitions  15%  per  annum;    phone  system  20%;    wall  cabinets 


$2,000.00 


20%. 

Patents  —  Trademarks  - 

-  Goodwill.  — 

1.    Debits: 

ioaa 
February  1, 

J. 

19a 
March  1, 
March  15, 
October  15, 

J. 
V. 

V. 

R. 
R. 

2.   Credits: 

19a 
November  1, 
December  31, 

C.  B. 
Balance 

3.    January  1,  [91 


Balance 


1,000.00 
16550 
480.00 

$.1.645. 50 


$  1  .oSo.oo 

2.56550 

$3.645.50 

$2,565.50 


The  entry  of  February  i.  ioaa.  represents  patent  purchased 
from  J.  B.  Hancock  for  a  steel  filing  cabinet,  same  being  issued 

to  him  on  February  15.  1  gaaa.     The  entry  of  March  1.  toa,  repre- 
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sents  cost  of  an  advertising  campaign  from  January  1,  igaa- 
April  1,  igaa;  the  entry  of  March  15,  19a,  represents  expense  of 
securing  a  trade-mark;  the  entry  of  October  15,  19a,  represents 
cost  of  suit  against  infringement  brought  by  Hancock  Mfg.  Co. 

The  credit  on  November  1,  19a,  represents  payment  of  a  judg- 
ment to  Hancock  Mfg.  Co.  in  litigation  to  protect  patent  on 
filing  cabinet  mentioned  above. 

It  developed  that  although  the  above  patent  was  entered  at 
$2,000.00  and  credited  against  surplus,  this  agreeing  with  min- 
utes, J.  B.  H.  secured  therefor,  in  lieu  of  cash,  55  shares  of  common 
stock,  and  50  shares  of  preferred. 

Treasury  Stock.  — 


i9aa 
January 


19X 
January 


15 


Balance 


$10,000.00 


>io,ooo.oo 


$  5,050.00 


igaa 

April 

1 

19a 

Dec. 

31 

C.  B. 

Balance 


$  4,950.00 
5,050.00 


S10.000.00 


The  debit  represents :  50  shares  of  preferred  stock  originally 
issued  Mr.  Hancock,  and  50  shares  of  preferred  subsequently 
secured  by  him,  donated  to  Company  for  surplus  purposes. 

The  credit  on  April  1,  i9aa,  represents  55  shares  sold  at  90. 

Customers  (Control). 


1.   Debits: 
19a 
January  1 
January  31 
February  28 
March  31 
April  30 
May  31 
June  30 
July  28 
July  31 
August  31 
September  29 
October  31 
November  30 
December  31 


Balance 
S.  B. 
S.  B. 
S.  B. 
S.  B. 
S.  B. 
S.  B. 

J- 

S.  B. 
S.  B. 
S.  B. 
S.  B. 
S.  B. 
S.  B. 


S17.000.00 
19,460.40 
14,310.82 
12,489.30 
14,541.62 
12,630.87 
10,408.81 
3,200.00 
12,402.20 
11,374.68 
11,771.86 
11,410.87 
14.406.41 
19,472.16 
$184,880.00 
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2.   Credits: 
19a 
January  31 
January  31 
February  28 
February  28 
March  31 
March  31 
April  30 
April  30 
May  31 
May  31 
June  30 
June  30 
July  1 

July  31 
July  31 
August  1 
August  1 
August  31 
August  31 
September  29 
September  29 
October  3 
October  3 1 
October  3 1 
November  30 
November  30 
December  1 
December  31 
December  31 
December  31 

19X 

January  1 


C.  B. 

S.  R. 

C.  B. 

S.  R. 

C.  B. 

S.  R. 

C.  B. 

S.  R. 

C.  B. 

S.  R. 

C.  B. 

S   R 

J.'  (N.  Rec.) 

C.  B. 

S   R 

J.'  (N.  Rec.) 

J.  (N.  Rec.) 

C.  B. 

S.  R. 

C.  B. 

S  R 

J.'  (N.  Rec.) 

C.  B. 

S.  R. 

C.  B. 

S   R 

J   (\.  Rec.) 

C.  B. 

S.  R. 

Balance 


Balance 


$  18,614.88 

542.61 

8,509.19 

819.40 

10,002.33 

4I7-36 

10,401.20 

74i8g 

6,295.67 

625.53 

7,412.90 

548.13 
892.50 

8,897.46 
419.81 
946.00 

1,500.00 

8,482.19 
742.65 

8,981.87 

730-14 

750.00 

10,606.18 

619,62 

8,101.  99 

4I3Q7 

1,800.00 

15,805.64 

378.89 
4Q, 880.00 

$184,880.00 
S  40.SS0.00 


The  opening  balance  on  January  1,  19a,  consisted  of  the  follow- 


ing 


Advances  to  Salesmen  : 

Eldred  Scott  (still  employed) 

August  Bent  (discharged  August  1,  ioaa) 
Customers'  balai 


1,210.80 


Good  and  collectible,  being  collected  in  19a  $11. 

Doubtful  of  collection,  not  collet  ted  in  ioa       2,000.00 
Worthless,  not  collected  in  19a  1,500.00 

Total 


$  2,107.20 


14.8q2.80 
$17,000.00 


Checking  oul  the  19a  accounts  of  the  Customers'  Ledgei 
stract,  confirmation  and  examination  of  the  open  balan<  es  at  that 
time  produced  the  following  balai  listing  on  1 
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Name              Mo.  of    Remarks 

Amount    Cr.  Bal- 

False 

Sale 

ance 

Cr. 

Able  &  Sand 

Dec. 

$  1,210.60 

$    500.00 

Arthur  &  Bart 

Nov. 

842.20 

Bartlett,  A.  C. 

Nov. 

1,000.00 

Black  &  White 

Nov. 

591-65 

Crosby  &  Co. 

Dec. 

I.34I-74 

Doe,  John 

Dec. 

2,060.80 

1,000.00 

Donovan,  M.  T. 

Oct. 

2,000.00 

Dunlop  &  Smith 

Dec. 

8.50 

Eberle  &  Jones 

Nov. 

150.00 

Ellis  Supply  House 

Oct. 

1,791.50 

Envoy  &  Co. 

Dec. 

1,790.63 

500.00 

Frued  &  Co. 

Aug. 

1,300.00 

Franklin,  Supplier 

Consgmt. 

3,600.00 

Goddard  &  Sons 

Nov. 

1,019.08 

Goldschmidt    &    Ep- 

stein 

July 

1,900.00 

Hancock,  J.  B. 

July 

3,200.00 

Harlow,  Appliances 

Dec. 

1,715-30 

500.00 

Hendricks  &  Sons 

$210.50 

Hoople  &  Hoople 

Nov. 

1,821.16 

Isaacs  &  Brogue 

Dec. 

1,201.10 

Jennings  &  Kohn 

Nov. 

50.60 

Jerry  &  Stoddard 

June 

480.00 

King  &  Earls 

Dec. 

1,740.19 

Kuechly  &  Borgard 

140.20 

Little  &  Small 

Dec. 

1,802.20 

Lawrence  &  Sons 

Dec. 

1,101.90 

500.00 

Martin  Desk  Co. 

Nov. 

495-75 

Monroe  &  Adams  Co. 

Dec. 

1,403.00 

Montreal  Stat.  Co. 

Nov. 

110.00 

Noble  &  Bryant 

May 

520.00 

Norton  &  Sweeney 

Dec. 

402.80 

Office  Supply  Co. 

Nov. 

1,010.20 

500.00 

Oppenheim  &  Tickner 

Dec. 

504.90 

Prague  Appliances 

Nov. 

10.50 

M.  Romann 

Dec. 

301.05 

Rogers  &  Smith 

Dec. 

1,410.00 

Solid  Furniture  Co. 

Dec. 

208.50 

Tarbell  &  Bacon 

Nov. 

1,813.75 

1,000.00 

Urdahl  &  Olney 

Nov. 

1,403.08 

500.00 

Waters  &  Vernon 

56.80 

Yaulin  &  Snells 

Dec. 

1,367.62 

$44,680.30      $407.50 
407.50 

$5,000.00 

Net  Customers'  Balances  19a 

$44,272.80 

Net  Customers'  Ba 

lances  ioaa 

2/31/a 

5,607.20 

Total  Per  Control  i 

$40,880.00 

False  Credits  in  the  Accounts 

$5,000.00 

Credit  Footings  Over 

2,000.00 
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Conference  with  Hancock  and  Henning  resulted  in  agreeing 
to  the  following : 

1.  The  worthless  accounts  of  igaa  are  to  be  held  on  the  Ledger 
but  reserved  against  fully,  until  each  case  pushed  to  judg- 
ment. 

2.  The  doubtful  items  of  i9aa  are  to  be  reserved  against  30%. 

3.  The  reserve  against  uncollectibility  of  accounts  originating 
in  19a  is  to  be  : 

a.  Three  months  and  over,  10%. 

b.  Less  than  three  months,  3%. 

Sales.  —  The  balance  herein  is  summarized  as  follows :  Cus- 
tomers. $161,080.00;  Consignments,  $3,600.00;  Sales  Returns 
and  Allowances,  $7,000.50.     Net  Balance,  $157,679.50. 

An  analysis  of  the  Sales  Returns  and  Allowances  produces  the 
following : 


January  }i 
February  2 
March  31 
April  30    . 
May  3 1 
June  30    . 

July  31     • 
August  31 
Septemb' 
October  31 
November  30 
December  31 


rOTAL 

Returns 

Allowances 

543" 

S 

501.20 

$ 

41.91 

819.40 

305-18 

514.22 

41736 

327.20 

00.16 

741. 89 

520.70 

221.19 

62553 

520.13 

105.40 

548.13 

318.10 

230.03 

419.81 

399.01 

20.80 

742.6s 

632.49 

no. 16 

730- 1 4 

540.06 

190.08 

619.62 

453-82 

165.80 

41307 

304.02 

109.95 

378.89 

378.89 

S7.000.50 


$5.200.80 


$1,700.70 


Raw  Material  Sales.  —  Covers  sale  of  raw  materials  at  average 
addition  of  iorc   on  cost;  total  balance,  $8,000.00. 
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Purchases.  —  As  analyzed  and  summarized  : 


1.   Debits: 
19a 
January  1 


Jan.  i-Dec.  31 


Credits : 

19a 
Jan.  i-Dec.  31 
Jan.  i-Dec.  31 
December  31 


3.         19X 

January  1 


Balance : 

Raw  material  inventory  $12,000.00 
Goods  in  process  7,000.00 

Finished  goods  15,000.00 

Purchases     (Inclusive    of    false    Dr. 
mentioned  previously) 
Total  Debits 


Purchase  Returns 
Purchase  Discounts 
Balance 

Total  Credits 

Balance 


34,000.00 
75,000.00 


>io9,ooo.oo 


5        780.00 

893-5o 

107,326.50 

^109,000.00 


107,326.50 


The  opening  inventory  balance  was  calculated  as  under : 

Raw  materials :   Cost       $11,000.00 

Markup  (Market  being  $14,000.00)     ....  1,000.00      $12,000.00 

Goods  in  process  :  Direct  labor  and  material  cost  $  6,000.00 

Estimated  overhead 1,000.00           7,000.00 

Finished  Goods  :   Sales  value $20,000.00 

Less:  25% 5,000.00        15,000.00 

Direct  labor  and  material  cost $12,000.00 

The  purchases  between  January  1  and  December  31,  19a,  have 
been  summarized,  for  presentation,  to  save  space. 

There  are  no  purchase  allowances. 

Labor.  —  Upon  analysis,  this  account  is  found  to  represent 
labor  paid  during  19a.  Payrolls  unpaid  on  12/31/a  amount  to 
$1,500.00;  those  unpaid  on  12/31/aa,  paid  during  the  first  part 
of  19a,  amount  to  $780.00. 

Analysis  produced  the  following  : 


Direct : 
Indirect 


.00 
195-00 
780.00 


>i, 125.00 

375-QQ 

$1,500.00 


521,000.00 

4,000.00 

^25,000.00 
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Fuel.  —  Purchases  booked  at  cost.  Inventory  at  cost  on 
12/31/aa  was  $400.00;  on  12/31/a,  $200.00.  Balance  in  ac- 
count, S5.400.oo. 

Repairs  —  Machinery.  —  Includes  S800.00  of  salary  of  factory 
manager,  entry  having  been  made  therein  because  of  assumed 
smallncss  oi  account  balance.     Balance  in  account,  $2,500.00. 

Depreciation  —  Machinery,  Tools,  etc.  — 

1.   Debit: 
19a 
December  31  Machinery,  Tools,  Equipment  $1,850.00 

Taxes.  — 

1.    Debits: 
19a 

January  1  C.B.  220.00 

April  1  C.B.  275.00 

July  1  C.B.  275.00 

July  1  C.B.  100.00 

October  1  C.B.  275.00 

$1, 145.00 

Analysis:   State  and  Local     $1,045.00 

Corporation  ioo.oo 

$1,145.00 

State  and  local  taxes  due  April  1  of  each  year ;  payable 
quarterly.     Assessment  on  April  1,  19a,  was  $1,100.00. 

Factory  Expense  and  Supplies.  Analysis  produced  the 
following : 

Perishable  tools $487.38 

I  It  at  &  Power 2,130.80 

Light       486.7, 

Superintendence 1,300.00 

Sundry  supplies 5,416.07 

$0,821.00 

Salesmen  —  Salaries  &  Expenses.  —  Total  charges  a-  under  : 

1.  Salaries: 

l '      mber  ioaa $   225.00 

N 1  ir  19a 2,775.00    $3,000.00 

2.  Ezpei 

mber  toaa $1 10.50 

Year  19a 1,880.50      2,000.00    $5,000.00 

Expense  riixirt >  on  band  in  January  in\.  applicable  to  ioa      .    .    $108.10 
Salaries  due  in  iua,  QOt  paid  until  January  njx 8o.oo 
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Advertising.  —  Includes  the  following : 

Advertising  during  19a $1,399.50 

Advertising  applicable  to  19X 200.50 

Cost  of  installing  arc  light,  etc.,  near  plant  to  light 
road  thereabouts  for  persons  passing  that  way 

(June  19a) 500.00 

Portion  of  salary  of  J.  B.  Hancock 1,500.00 

Portion  of  salary  of  factory  manager 900.00 

Dividends  paid  during  19a 4,500.00     $9.000.00 

Office  Salaries.  —  Consists  of : 

1.  Officers  $7,500.00 

2.  Clerical : 

a.  Factory  $2,600.00 

b.  General  2,400.00  5,000.00  $12,500.00 

Office  Expense  &  Supplies.  —  No  comment ;  balance, 
$3,200.00. 

Depreciation  —  Furniture  &  Fixtures.  —  Account  was  debited 
on  1 2/3 1 /a,  when  Furniture  and  Fixtures  account  was  credited; 
balance,  $424.00. 

Sales  Discount.  —  Balance  represents  discounts  granted, 
$950.00. 

Interest.  — 

1.  Analysis  of  debits  : 

Interest  on  Mortgage  Payable      .     .  $300.00 

Interest  on  Bank  Loans       .     .     .     .  931.10 

Interest  on  Notes  Payable  ....  105.40    $1,336.50 

2.  Analysis  of  credits  : 

Interest  on  Notes  Receivable  .     .     .     $168.14 

Interest  on  Bank  Balances       .     .     .        44.05         212.19    $1,124.31 
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Insurance.  —  Coverage  as  under  : 

1.  General  office: 

Three-year  fire  policy 

Expires  September  30,  two  years  beyond  year  of  audited 

Balance  Sheet 
Premium  paid  $  51.18 

2.  Factory : 
Mutual  policy 
Three-year  term 
Valuation  covered  : 

Buildings  $18,000.00 

Machinery,  Tools,  Equipment  35,000.00 

Stock  30,000.00 

Furniture  1,000.00 

Total  $84,000.00 

Rate  :  $3.1802  per  $1,000.00  per  year 

Return  to  insured  parties  in  past  has  averaged  2or'c  per  annum 

Premium  paid.  July  1.  ioaa  801.41 

3.  Employers'  Liability-Factory : 
One-year  term 

Expires  January  1,  iox 

Rate  :   35^  per  $100.00  in  factory 

15c  per  $100.00  in  factory  office  and  for  superin- 
tendent 
Premium  paid,  January  1,  19a  04-45 

$04  7  04 

Mortgage  on  Real  Estate.  —  Mortgage  on  property  and  plant 
taken  out  July  1,  igaa,  interest  at  6%,  payable  quarterly.  The 
interest  payment  due-  on  January  1,  19a,  was  paid  on  12/31/aa. 

Creditors'  Accounts.  —  No  comment ;  account  balance, 
S4. 300.00. 

Capital  Stock.  —  The  credits  herein  represent  : 

1.    Preferred  stock $50,000.00 

a.    Common  stock 60,000.00    $110,000.00 

* 

Further  analysis  produced : 

1 .    Preferred  stock  : 

a.  [ssued  t'<>r  land $  5,000.00 

Sundry  sales 4  yooo.oo 

>mm<>n  Stock  : 

iur  land $  5,000.00 

b.  Sundry  Bala >; ,000.00 
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Stock  Certificate  Books    show  : 

i.  Preferred  stock:  Issues  in  excess  of  account  credits  there- 
for, 50  shares. 

2.  Common  stock  :  Issues  in  excess  of  account  credits  therefor, 
55  shares. 

Interest  Received.  —  Analysis  shows  : 

1.  Sundry  interest  received  (accounts  and  notes)     $1,000.00 

2.  Dividends  on  stock 300.00 

3.  Bond  interest 525.00      $1,825.00 

Requirements  of  Problem.  —  Upon  the  basis  of  the  above  facts, 
prepare : 

1 .  Working  papers  indexed  properly 

2.  Audit  Report  as  of  12/31/a,  embracing: 

a.  Letter  of  Submittal 

b.  Audit  Comments 

c.  Statements,  with  Certificate  of  Audit 

d.  System  Comments 
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Index  to  Questions  and  Problems 
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PROBLEMS 
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9-12 
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13-16 

100-128 
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29-33 

234-282 

34-37 

283-325 

38-41 

326-350 

42-45 

351-387 

46-50 

none 

51-52 

none 

none 

Questions  on  Chapter  I 

1.  Define  "  audit."     (C.P.A.) 

2.  State  the  objects  to  be  attained  by  an  audit.     (C.P.A.) 

3.  What  meaning  attaches  to  the  term  "auditing"  other  than  the 
review  and  verification  of  accounts  of  past  transactions? 
(C.P.A.) 

4.  Explain  how  certified  statements  extending  over  a  period  of 
years  might  facilitate  the  sale  of  a  business.     (C.P.A.) 

5.  Define  and  illustrate  : 

a.  Technical  error 

b.  Error  of  principle 

c.  Compensating  error    (C.P.A.) 

6.  Mention  five  of  the  technical  errors  that  frequently  occur  in  the 
keeping  of  accounts,  and  give  the  method  of  detecting  them. 

C  P  \ 

7.  What  is  the  principal  efTecl  of  errors  of  principle?  In  what  part 
of  the  accounts  are  they  mosl  apt  to  be  found?      I    I'  \ 

8.  The  A 1  Mfg.  Co.  employs  a  staff  of  bookkeepers.     The  head 

bookkeeper  has  uol  studied  the  theory  of  accounting,  neither 
has  his  experience  been  extensive.  He  understands  double- 
entry  bookkeeping,  but  he  cannot  be  de»  ribed  as  a  well-trained 
accountant. 
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Previously  the  Ai  Mfg.  Co.  has  been  satisfied  with  annual 
accounts  prepared  by  competent  auditors.  They  decide  to 
have  monthly  statements  of  accounts  in  the  future,  and  with 
this  end  in  view,  instruct  the  head  bookkeeper  to  prepare 
statements  on  the  same  lines  as  the  last  annual  accounts  were 
prepared. 

State  several  imaginary  errors  of  principle  that  might    not 
unreasonably  be  found  upon  an  expert  examination  of  his  work. 
(C.P.A.) 
9.    Define  in  your  own  words : 

a.  A  bookkeeper 

b.  An  accountant 

c.  An  auditor 

d.  A  practicing  public  accountant  and  auditor     (C.P.A.) 

10.  In  contra-distinction  to  the  duties  of  an  auditor,  what  are, 
generally,  those  of  an  accountant?     (C.P.A.) 

11.  In  large  businesses  internal  auditors,  members  of  the  staff  of  the 
concern,  are  frequently  the  only  ones  employed.  Where  this 
is  the  case,  do  you  think  it  desirable  professional  Certified 
Public  Accountants  should  be  engaged?  If  so,  give  your 
reasons.     (C.P.A.) 

12.  State  what  are  the  advantages  of  the  certified  public  account- 
ant (C.P.A.)  degree  to: 

a.  The  accountant 

b.  The  client     (C.P.A.) 

13.  What  are  the  responsibilities  of  an  auditor ?     (C.P.A.) 

14.  To  what  extent  is  an  auditor : 

a.  Morally,  and 

b.  Legally 

responsible  for  his  certificate?     (C.P.A.) 

15.  Define  the  different  responsibilities  of  an  auditor  of  the  ac- 
counts of : 

a.  An  individual 

b.  A  firm 

c.  A  corporation 

16.  State  the  training  necessary  to  fit  an  auditor  for  the  discharge 
of  his  duties.     (C.P.A.) 

17.  To  what  extent  and  for  what  purposes  should  an  auditor  be 
familiar  with : 

a.  Law 

b.  Algebra 

c.  Economics 

d.  Financial  history     (C.P.A.) 
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Questions  on  Chapter  II 

18.  Explain  the  difference  between  capital  expenditure  and  revenue 
expenditure.  What  rule  controls  in  determining  whether  cer- 
tain payments  belong  to  capital  or  to  revenue?  When  in 
doubt,  to  which  should  the  payment  be  charged?     (C.P.A.) 

19.  What  is  the  auditor's  general  duty  in  regard  to  capital  expendi- 
tures?    (A.I.  A.) 

20.  If  in  the  course  of  an  audit  it  should  be  found  that  capital 
expenditures  had  been  charged  up  against  Profit  and  Loss 
account,  what  would  be  the  duty  of  the  auditor  in  respect  to 
such  charges?     (A. I. A.) 

21.  State  which  of  the  following  should  be  charged  to  capital  ac- 
count and  which  to  revenue  account : 

a.  Repairs  to  machinery  and  plant 

b.  Replacements  of  plant  and  machinery 

c.  New  plant  purchased 

d.  Cost  of  leasehold  premises     (C.P.A.) 

22.  Expenditures  are  made  by  a  corporation  for  items  of  each  of 
the  following  classes : 

a.  Taking  down  a  machine  in  one  part  of  factory,  moving  it, 
and  putting  it  up  in  another  part 

b.  Expenses  of  incorporating  the  company,  including  state 
charges  and  lawyer's  services 

c.  Brokerage  on  purchase  of  a  piece  of  property 

d.  Commission  on  an  issue  of  debenture  bonds 

e.  Costs  attending  a  mortgage 

/.  Costs  of  patents,  including  solicitor's  charges  and  govern- 
ment fees     (C.P.A.) 

23.  A  corporation  acquires  several  plants  that  are  found  to  be  run 
down  and  in  poor  condition,  and  they  require  extensive  outlay 
for  repairs  and  renewals  to  bring  them  t < >  the  required  state  of 
efficiency.  Should  outlay  be  charged  against  capital  or  against 
revenue?    Give  your  reasons  fully.     (C.P.A.) 

24.  It  has  been  stated  that  "revenue  expenditures  <lo  Dot  create 
assets."    What  is  your  opinion?     (C.P  \ 

25.  a.    Define  "internal  check"  and  give  five  suggestions  with  a 

view  to  efficient  control  and  the  prevention  and  detection 

of  fraud. 

b.  What  condition  of  office  organization,  above  all  others,  leads 
to  fraud  and  defalcation  by  bookkeepers  and  cashiers? 
Support  your  opinion.     (C.P  \ 

26.  How  far  are  the  duties  of  an  accountant  auditing  the  book 
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a  company  affected  by  the  character  and  extent  of  the  com- 
pany's system  of  internal  check?     (A. I. A.) 

27.  How  is  the  position  of  an  auditor  affected  if  the  system  of  the 
concern  under  audit  is  defective  as  to  internal  check?     (A. I. A.) 

28.  Outline  a  system  of  internal  checks  for  a  wholesale  grocery 
concern  doing  a  business  of  $3,000,000.00  a  year,  with  about 
2,000  customers.  The  system  should  coordinate  with  an  annual 
audit  by  professional  accountants.     (A. I. A.) 

29.  What  do  you  understand  to  be  meant  by  a  Balance  Sheet  audit  ? 
What  is  its  scope  ?     (A. LA.) 

30.  Define : 

a.  Completed  audit 

b.  Periodical  audit 

c.  General  audit 

d.  Payroll  audit 

e.  Cash  audit     (C.P.A.) 

31.  State  concisely  your  understanding  of  the  purpose  of  and  the 
difference  between  the  following  kinds  of  audits,  indicating 
briefly  your  conception  in  the  absence  of  special  instruction 
of  the  extent  of  your  responsibility  in  each  case,  whose  interests 
you  would  consider  yourself  obligated  to  protect.  You  may 
assume  the  audits  relate  to  a  corporation : 

a.  Continuous  or  periodical  cash  audit 

b.  Annual  audit     (A.I.A.) 

32.  Define  and  state  the  scope  of : 

a.  Complete  audit 

b.  Continuous  audit 

c.  Special  examination     (C.P.A.) 

33.  You  receive  the  following  letter:  "We  have  never  had  our 
books  audited,  but  are  contemplating  an  audit  now.  Two  of 
our  friends  have  recommended  you  to  us.  Both  have  businesses 
similar  to  ours,  but  their  advices  as  to  the  time  required  are 
very  different.  Do  you  carry  out  different  kinds  of  audits? 
If  so,  what  are  the  different  kinds  and  under  what  circumstances 
do  you  recommend  one  kind  and  when  another."  Write  a  re- 
ply.    (A.I.A.) 

34.  Would  you  recommend  that  a  client  have  his  books  audited 
monthly,  yearly,  or  on  special  occasions  only?  Give  full 
reasons  for  your  recommendation  and  the  relative  merits  of 
each  plan.     (C.P.A.) 

35.  In  making  an  audit  what  should  an  auditor  do  under  the  follow- 
ing conditions  or  instructions : 

a.   With  limitation 
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b.  Without  limitation 

c.  Where  an  audit  has  been  previously  made  to  a  certain  date 
(C.P.A.) 

36.  Does  an  auditor's  duty  in  any  way  extend  beyond  the  careful 
examination  and  certifying  of  the  books  and  accounts  sub- 
mitted to  him?     Discuss  different  theories.     (C.P  \ 

37.  Is  it  an  auditor's  duty  to  concern  himself,  to  any  extent,  with 
the  validity  oi  the  transactions  that  come  under  his  notice? 
Explain.     (C.P.A 

38.  As  to  audit  working  papers : 

a.  What  are  they  ? 

b.  What  are  their  purposes? 

39.  As  to  audit  working  papers : 

a.  How  are  they  to  be  headed  and  marked? 

b.  What  should  be  included  in  them? 

40.  What  is  your  idea  of  the  proper  and  a  just  charge  or  compensa- 
tion : 

a.  To  the  employer  and  the  employee  for  your  services  as  a 
C.P.A. 

b.  To  the  services  of  a  fir>t  assistant 

c.  To  other  assistants     (C.P.A.) 


Problems  on  Chapter  II 
Problem  i 

The  following  are  summarized  trial  balances  of  a  manufacturing 
company  as  of  June  30,  1924,  and  December  31,  192  J : 


Capital  Stock 
Bonds 

Inventory 

•-  Payable 
ints  Receivable 
Land,  Building! 
.m<]  Bonds 
pired  Insura 
IS 
I  and  Loss, 


6/j- 

12/3 

1/23 

300,000.00 

300,000.00 

100,000.00 

100,000.00 

11.90 

25,127.96 

396,609.50 

351,363.14 

19,690.23 

;6.59 

54.°^ 

x>.50 

1 

HO.54 

lit 

150.36 

;  ''7 

15  16 

J.IO 

01.75 

31.75 

The  books  of  the  company  wen-  audited  a  iber  ji,  1 

and  in  making  up  the  accounts  at  that  date,  tin-  auditors  made  the 
following  adjustments : 
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i.  Transferred  to  Profit  and  Loss,  $8,462.14,  which  had  been  im- 
properly charged  to  Land  and  Buildings 

2.  Wrote  off  $3,600.00  for  depreciation  of  buildings,  etc. 

3.  Brought  into  Expense  account  liabilities  amounting  to  81,250.00 
which  had  been  incurred  in  1923  but  were  not  entered  on  the 
books  until  January  1924 

4.  Reduced  the  value  of  the  inventory  by  $14,920.00 

The  auditors  were  again  called  in  at  June  30,  1924,  and  found  that 
the  adjustments  made  by  them  at  the  previous  audit  had  been 
ignored  so  far  as  the  books  were  concerned.  They  also  found  that 
during  the  half  year  $1,000.00  had  been  charged  to  Buildings  instead 
of  to  Expense  account ;  that  no  provision  had  been  made  during  the 
year  for  depreciation,  amounting  to  $1,800.00,  and  that  the  inventory 
of  June  30,  was  overvalued  to  the  extent  of  $9,840.00.  On  the  other 
hand,  the  insurance  unexpired  was  incorrectly  calculated  and  should 
have  been  $2,774.67  instead  of  $1,824.67. 

Requirements  : 

1.  Prepare  the  audited  Balance  Sheet  at  June  30,  1924. 

2.  State  the  amount  of  the  profits  for  the  half  year  as  audited. 

3.  Prepare  schedules  showing  how  the  audited  Balance  Sheet  is 
made  up  and  how  it  can  be  connected  with  the  book  figures. 
(C.P.A.) 

Problem  2 

The  following  are  condensed  trial  balances  of  the  X  Manufacturing 
Company's  books  as  the  auditor  found  them  as  of  December  31,  1923, 
and  June  30,  1924  : 


Land,  Buildings,  Etc. 

Capital  Stock 

Bonds 

Cash 

Accounts  Payable 

Accounts  Receivable 

Loans 

Stocks  and  Bonds 

Inventory 

Unexpired  Insurance 

Surplus 

Profit  and  Loss,  1924 


6/30 

I24 

12/31/23 

115,226.80 

102,840.26 

200,000.00 

200,000.00 

100,000.00 

100,000.00 

22,143.21 
28,250.40 

11,698.21 
5,000.00 

14,672.14 

22,436.10 

9,43117 

10,000.00 

19,150.00 
288,360.14 

742.26 

85,644.48 
71,530-12 

17,502.50 

246,153.42 

1,471-23 

85,644.48 

473,872.81 

473,872.81 

405,075.65 

405,075.65 
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The  books  of  this  company  were  audited  to  December  31,  1923,  and 
in  making  up  the  Balance  Sheet  and  Profit  and  Loss  Statement  at  that 
date  the  auditors  recommended  the  following  adjustments  : 

1.  Transferred  to  Profit  and  Loss  84,231.07  which  had  been  charged 
to  Land  and  Buildings  in  error 

2.  Provided  for  depreciation  of  buildings,  etc.  $7,200.00 

3.  Adjusted  salaries  amounting  to  $1,400.00  due  for  1923  services 
but  not  entered  on  the  books  until  January  1924 

4.  Reduced  the  amount  of  inventory  because  of  errors  $12,000.00 

The  same  auditors  were  again  called  in  to  audit  the  books  to  June 
30,  1924,  and  found  that  the  above  adjustments  had  not  been  entered 
on  the  books.  They  also  found  that  during  the  half  year  $1,000.00 
had  been  charged  to  Land,  Buildings,  Etc.,  instead  of  to  Expense; 
that  no  provision  had  been  made  for  depreciation  for  the  period, 
amounting  to  $3,600.00;  and  that  the  inventory  had  been  footed 
$10,000.00  too  much.  Also  that  the  unexpired  insurance  amounted 
to  $750.00  more  than  was  entered  on  the  books. 

From  the  above  facts  prepare : 

1.  A  correct  Balance  Sheet,  June  30,  1924. 

2.  State  the  adjusted  amount  of  profits  for  the  half  year  to  June  30, 
1924. 

3.  Prepare  statement  reconciling  the  Balance  Sheet  figures  with  the 
original  trial  balance  of  June  30,  1924.     (C.P  V 


Problem  3 

The  following  is  the  Balance  Sheet  of  the  A.  B.  Company,  Jan- 
uary 1,  1923: 


Cash 52.864.cx3 

Accounts  Receivable .     .     .  197,425.00 
Inventories : 

Raw  Material     ....  84,268.00 

Finished  Goods  .     .     .     .  31,507.00 
Furniture  and 

Fixtures 7,500.00 

Land 180,000.00 

Buildings 150,000.00 

Machinery 250,000.00 


54-OQ 


mts  Payable     .    . 
Dividends    Payable,    Pfd 

Mock,  Feb.  1,  UK'  J 
Dividends    I'.i_\ai>!<\   Com 
Sum  k,  l\b.  1,  1023    . 
;  ■ 
I  feted  Jan.  1 . 
Premium  on  Bondl 
Capital  Stock  Preferred 
Capital  Stock  Common 
f..r  Bad  I tebta 
Surplus    


35,482.00 

7,500.00 

10,000.00 

100,000.00 

5,000.00 

250,000.00 

500,000.00 

1.3.00 

40,054.00 

S4  OO 


The  transactions  for  the  year  ending  January  1  been 

iows:  Cash  receive  1  from  <  ustomers,  $79.^501.00;  res  I 
$600.00.     There  has  been  purchased   1,232,000  pounds  raw  material 
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at  20  cents  per  pound.  Sales  have  been  8823,334.00;  discount  and 
allowance  on  sales,  823,519.00  ;  bad  debts  written  off,  82,143.00. 

Disbursements  have  been  made  for :  Accounts  Payable,  8243,356.00 ; 
Factory  Expense,  87,489.00;  Factory  Labor,  8351,426.00;  Factory 
Repairs,  823,843.00;  Office  Expense,  81,927.00;  Selling  Expense, 
852,914.00;   Salaries,  858,471.00  ;  Taxes,  87,853.00. 

Inventories  January  1,  1924:  Raw  Material,  412,595  pounds,  hav- 
ing market  value  of  22  cents  per  pound;    finished  goods,  830,842.00. 

The  land  is  estimated  to  be  worth  S2oo,ooo.oo.  Semiannual  divi- 
dends of  3  per  cent  on  preferred  and  2  per  cent  on  common,  declared 
in  June  and  December,  payable  August  1  and  February  1.  Reserves 
for  depreciation  of  building,  3  per  cent ;  machinery,  5  per  cent ; 
office  fixtures,  10  per  cent.  Bad  and  doubtful  debts  reserve  should 
be  2  per  cent  of  Accounts  Receivable. 

Prepare  an  Operating  Statement  and  Balance  Sheet  as  on  January  1, 
1924.     (A. LA.) 

Problem  4 

The  trial  balance  of  the  Interstate  Manufacturing  Company,  on 
June  30,  1923,  after  closing  entries  have  been  made,  is  given  below : 

Patents  and  Goodwill 250,000.00 

Office  Furniture 8,746.00 

Inventory,  June  30,  1923: 

Raw  Material 83,247.00 

Supplies 4,932.00 

Finished  Goods 42,761.00 

Petty  Cash 100.00 

Land 270,000.00 

Buildings 165,000.00 

Cash  subject  to  check 69,433.00 

Machinery 235,000.00 

Accounts  Receivable 273,842.00 

Common  Capital  Stock 500,000.00 

Preferred  Capital  Stock 500,000.00 

Bonds  6%,  50-year  First  Mtge.,  issued  June  30,  1923  200,000.00 

Premium  on  Bonds 20,000.00 

Preferred  Stock  Dividends,  payable  August  1923    .  17,500.00 

Common  Stock  Dividends,  payable  August  1923     .  12.500.00 

Reserve  for  Bad  and  Doubtful  Accounts    ....  8,294.00 

Undivided  Surplus 66,375.00 

Accounts  Payable 78,392.00 

1,403,061.00        1,403,061.00 

During  the  year  ending  June  30,  1924,  the  company  purchased 
29,047  tons  of  raw  material  at  S22  per  ton,  which  was  delivered  before 
the  books  closed.  Of  the  amount  purchased,  payment  has  been  made 
for  26,647  tons. 

They  have  also  made  payments  for  the  following  accounts:    Ac- 
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counts  Payable,  $78,392.00;  Salaries,  $80,360.00 ;  Selling  Expense, 
$86,017.00;  Labor,  $468,932.00 ;  Shop  Expense,  $9,461.00;  Repairs 
and  Maintenance,  $30,955.00;  Taxes,  $7,842.00;  Office  Expense, 
$2,478.00;   and  Supplies,  $37,637. 00. 

Customers  have  paid  $1,502,927  in  cash  and  have  been  given  dis- 
counts amounting  to  $18,395.00.  Returns  and  allowances  amount  to 
$8,474.00.  Bad  debts  written  off,  $2,407.00  ;  rents  received,  $500.00  ; 
and  sales,  $1,515,572.00.  $50,000.00  was  borrowed  on  call  on  June 
30,  1924,  the  market  value  of  the  collateral  security  being  $72,100.00. 

The  inventory  on  June  30,  1924,  is  made  up  of  finished  goods, 
$20,495.00;  supplies,  $8,129.00;  and  2,163  tons  °f  raw  niaterial,  the 
market  price  of  which  is  S24.00  per  ton.  The  land  is  estimated  to 
be  worth  $300,000.00. 

Semiannual  dividends  of  3.V  per  cent  on  the  preferred  stock  and 
2.'.  per  cent  on  the  common  stock  have  been  paid  from  the  earnings 
of  the  half  year  ending  December  31,  1923.  Dividends  at  the  same 
rate  have  been  declared  on  the  preferred  and  common  stock  lor  the  last 
half  of  the  fiscal  year,  payable  in  August  1924. 

You  are  asked  to  set  up  a  Balance  Sheet  dated  June  30,  1924,  and 
accompany  it  with  a  statement  which  will  show  correctly  the  opera- 
tion of  the  company. 

The  following  annual  rates  of  depreciation  are  to  be  assumed: 
Buildings,  3  per  cent ;  machinery,  7!  per  cent  ;  office  furniture,  10  per 
cent.      It  is  also  assumed  that  there  should  be  a  reserve  for  bad  and 

doubtful  accounts  equal  to  3  percenl  of  the  balance  of  the  accounts 

receivable.  Calculate  these  percentages  to  the  nearest  dollar. 
(C.P.A.) 


I'.STIONS   ON    C'll  tPTEH    III 

41.  Why  it  is  advisable  to  determine  the  leural  responsibility  of  a 
possible  client  before  accepting  an  assignment  .J      C.P.A 

42.  To  whom  is  an  auditor  responsible?       C.P.A 

Name  the  different  kind>  of  persons  who  would  have  an  int. 

in  audit  reports  prepared  for  a  corporation;    indicate  what  the 

interest  i^.  and  show  the  responsibility  of  the  auditor  to  each 
C.P.A 
44.  To  what  extent  should  an  auditor  be  governed  by  instruct* 
C  P  \ 

il     '.   far  should  an  auditor  inquire  into  the  work  ol  hi-  p: 

or,  and  what  circumstances  might  affect  hi-  decision  on 
this  point?      C.P.A 
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46.  State,  in  the  order  of  their  importance,  five  rules  for  the  guid- 
ance of  a  junior  starting  on  his  first  audit.     (C.P.A.) 

47.  Upon  beginning  the  work  of  an  audit  of  a  company  whose 
business  and  conduct  of  the  same  is  comparatively  unknown  to 
you,  how  would  you  proceed,  and  what  general  precautions 
would  you  take  ?  Give  a  brief  outline  of  how  you  would  spend 
the  first  day  or  two.     (C.P.A.) 

48.  In  the  preparation  of  a  Balance  Sheet,  explain  the  basis  upon 
which  you  would  ascertain  that  cash  was  properly  valued. 
(C.P.A.) 

49.  Explain  the  advantages  of  verifying  all  cash  balances  simul- 
taneously.    (C.P.A.) 

50.  Upon  taking  up  the  audit  of  the  accounts  of  the  Jones  Company, 
you  are  informed  that  three  bank  accounts  are  kept  and  that  all 
receipts  are  deposited  and  all  payments  made  by  check.  You 
find  incidentally  that  the  selection  of  banks  is  in  the  hands  of 
the  treasurer,  but  that  all  checks  are  countersigned  by  the 
president.  State,  concisely,  in  their  order,  the  several  steps 
you  would  take  to  verify  the  cash  balance  of  the  company  at 
the  date  of  your  audit.     (C.P.A.) 

51.  In  a  contemplated  audit,  at  what  time  should  the  auditor  make 
provision  for  the  verification  of  cash?     (C.P.A.) 

52.  At  a  financial  or  Balance  Sheet  audit  made  two  or  three  weeks 
after  the  date  of  the  Balance  Sheet,  would  you  consider  it  neces- 
sary to  count  the  cash?     Explain.     (C.P.A.) 

53.  When  would  an  auditor  be  justified  in  making  a  second  count 
of  the  cash  on  hand?     (C.P.A.) 

54.  What  record  should  an  auditor  make  to  the  count  of  cash  on 
hand?     (C.P.A.) 

55.  Your  audit  of  the  accounts  of  a  corporation  discloses  that  the 
cash  balance  at  the  end  of  the  fiscal  year  consists  of  the  follow- 
ing :  Currency  and  coin ;  expense  slips  applicable  to  the  period 
audited ;  advance  on  payrolls ;  personal  slips  of  officers ; 
protested  check  of  customer. 

Indicate  treatment  of  the  above  by  the  auditor  for  correct 
Balance  Sheet  set  out  of  cash ;  show  adjustments  in  pro  forma 
form  therefor. 

56.  State  to  what  extent  you  are  justified  in  accepting  the  certifi- 
cates of  officials  of  a  corporation  as  to  cash  and  bank  balances  ? 
(C.P.A.) 

57.  Under  what  circumstances,  if  any,  would  you  examine  the 
securities  owned  by  a  corporation,  and,  if  you  think  this  course 
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unnecessary,  give  your  reasons  why.  and  should  you  think  it 
necessary,  state  how  you  would  proceed  in  the  event  the  securi- 
ties are  not  in  the  company's  possession.     (C.P.A  | 

58.  What  precautions  should  be  taken  to  avoid  substitution  or  other 
manipulation  during  the  inspection  of  securities?     (C.P.A.) 

59.  To  what  extent  are  you  justified  in  accepting  the  certificates  of 
officials  of  a  corporation  as  to  bonds  and  stocks  of  outside 
companies  owned  ?     (C.P.A.) 

Problems  on  Chapter  III 

Problem  5 

In  connection  with  the  audit  being  made  for  the  year  1923,  the  cash 
count  of  the  Johnson  Manufacturing  Company  (Client  M181),  made 
as  at  2  :  30  p.m.,  January  3,  1924,  consists  of  the  following  items.  The 
cashier  was  Oscar  Nelson,  and  the  count  was  made  in  his  presence. 
The  reported  cash  drawer  balance  was  $200.00. 

a.  Currency  and  coin        $122.50 

Bills :  S20  —  20  —  10  —  10  —  10  —  5  —  5  —  5  —  5  —  2  —  2  —  2 

—  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1 
Silver : 

Dollars :  $1  —  1  —  1  —  1  —  1  —  1  —  1 
Cents  :   50  —  50  —  50  —  25  —  25  —  25  —  25  —  25  —  25 
25  —  25  —  25  —  25  —  25  —  25  —  25  —  25  —  25 
25  —  25  —  25  —  25  —  25 
10  —  10  —  10  —  10  —  10  —  10  —  10 
10  —  10  —  10  —  10  —  10  —  10  —  10 
10  —  10  —  10  —  10  —  10  —  10  —  10 
10  —  10  —  10  —  10  —  10  —  10  —  10 
10  —  10  —  10  —  10  —  10  —  10  —  10  —  5  —  5 

5— 5— 5— 5— 5— 5— 5— 5—5— s— S 

5— 5— 5— 5— 5— 5—5— 5— 1— 1— 1 
1  —  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1 
1  —  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1 
1  —  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1 
1  —  1  —  1  —  1  —  1  —  1  —  1  —  1  —  1 

b.  Postage  stamp-  I  ro  ci\  c<l  from  customers  in  payment  of  small  balances 

and  cashed  from  drawer)        17-5° 

2o<f :  20  +  8 

30  +  25  +  5 
-'5  +  23 
■K 

50  +  40  +  4 
if  :26 
<-.  Slip  inscribed  "I.O.U.,  I  *>•<» 

d.  Chec  k  payable  to  "<  ash,"  signed  1>>  1  ashii  r  and  dal  28.00 

\  -lip  inscribed  "butt 

3.00 

pted  express  bill  f<  1                  n  ;>  motoi  received  from  the 
trie  Company.     You  are  informed  thi 
sent  prepaid  (dated  

t:x>  00 
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Prepare  working  sheet,  properly  headed  up,  covering  the  above 
count.  Show  necessary  adjustments  covering  disposition  of  items 
not  to  be  included  in  the  audited  Balance  Sheet  as  cash. 

Problem  6 

A  physical  examination  of  the  notes  receivable  on  hand  at  the 
Johnson  Manufacturing  Company  (as  above)  disclosed  the  following 
information;   the  examination  was  made  on  January  3,  1924. 

1.  Atlas  Company,  dated  July  6,  1923,  due  January  6,  1924;  interest  at 
5%.     Notes  were  signed  as  follows  : 

"John  Ryan,  Treasurer,  Atlas  Company"        $915.20 

2.  Beerbohm  Smith,  dated  October  1,  1923,  due  March  1,  1924;  interest 

at  6% 200.00 

3.  Jasper  &  Jones,  dated  August  1,  1923,  due  November  1,  1923 ;  interest 
at  6%.  Note  went  to  protest,  protest  charges  were  $1.75,  which  were 
charged  by  the  bank  against  the  company  account,  and  were  debited 

by  the  company  to  the  account  of  Sales  Office  Expense     .....         55.00 

Prepare  working  sheet  for  the  above,  indicating  the  adjustments 
deemed  necessary. 

Problem  7 

In  auditing  the  accounts  of  Jacobs  &  Company,  as  at  12/31/23,  a 
securities  record  and  other  sources  revealed  the  following  information 
relative  to  securities  claimed  as  held.  The  securities  themselves  were 
physically  examined  at  the  bank.  Amount  per  Trial  Balance, 
$15,929.94. 

Stock : 

25  shares  of  P.Q.  Com.,  purchased  on  1 2/1/22,  at  123  plus  £.  Par 
value  $100.00.  Dividends  received  during  1923,  $300.00,  were 
all  credited  to  income.  Reference  to  financial  papers  disclosed 
the  market  value  on  12/29/23  as  99 $3,078.13 

Bonds : 

7M.  Con.  G.  Gold  4's,  series  of  1950 ;  interest  J  &  J. 
Purchased  on   n/21/22,   with   interest,  @  92!,  —  $6,466.25   and 
interest  $108.89.     Market  value  on  12/30/23,  was  91^. 
6M.  Realtors'  Corporation,  Gtd.  5's ;   interest  J  &  D. 
Purchased  on  5/30/23/  @   102-g-,  with   interest,  —  $6,127.50  and 
interest  $149.17.     No  market  on  or  near  12/31/23. 
Interest  received  as  and  when  due. 

Prepare  working  sheet  for  the  above,  as  of  January  6,  1924,  indi- 
cating the  necessary  adjustments  as  of  12/31/23. 
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Problem  S 

On  January  7,  1924,  at  8:30  a.m.,  one  senior  accountant  accom- 
panied by  two  assistants  arrived  at  the  office  of  the  Excelsior  Manu- 
facturing Company  to  audit  its  books  for  the  year  ended  December 
31,  1923.  One  junior,  Wm.  Scott,  was  assigned  to  count  the  cash, 
and  prepare  the  requisite  reconciliations,  whereas  the  other  junior, 
A.  Dolf,  was  assigned  the  Notes  Receivable. 

Wm.  Scott  proceeded  first  by  counting  the  cash  on  hand,  which  he 
found  to  consist  of  two  funds,  —  cash  undeposited,  and  a  petty  cash 
fund.  The  undeposited  cash  he  began  to  count  at  8 :  50  a.m.,  in  the 
presence  of  J.  Black,  cashier.     He  encountered  the  following: 

Checks : 
Honer  &  Company  1/5/24  $415.00 

Johnson  &  Straud  1/2/24  206.00 

Burkei  &  Stokes  1/10/ 24  708.00 

Edwards  &  Son  1/5/24  o.^.oo        $1,422.00 

Currency : 
$5.00  "HilN 
1. 00  Bills 
Hal 

Quarters 
Dime- 
Nickels 
Pennies 

I.O.U.  of  Cashier,  dated  12/28/23  50.00 

Check  of  H.  Olin,  dated  12/2/23,  marked  N.  F.  00.00 

Total $1,648.42 

The  petty  cash  count  was  made  at  9  :  15  a.m.,  January  7,  1924,  in  the 
presence  of  Olga  Rood,  petty  cashier.     The  following  was  found : 

Bills: 


9 

$45.00 

17 

17.00 

25  +  7 

16.00 

1 1 

2-75 

25+  18 

4-3° 

19 

•95 

42 

•42 

86.42 


$10.00 

1 1 

$110.00 

1. 00 

10 

[O.OO 

Si  20.00 

Silver,  Ktc. : 

$00.50 

37 

$18.50 

•  25 

4i 

10.25 

.10 

1  21 

I  2.10 

•05 

4^ 

MS 

.01 

96 

.06 

43-96 

Vouchers : 

Nos.  8213 

Dated  1 

$8.00 

4 

1/2   14 

4.20 

5 

1. 10 

6 

' 

•59 

7 

' 

4.80 

8 

'    • 

9 

'    1 

598 

20 

i/S 

1 

7.02 

1 

•76 

3607 

il      ... 

S I  »  - ; 

12/2/23 

Kartoun  &  Hennefoal 

$201.75 

1/2/24 

Nussbaum  &  Sons 

102.50 

1/2/24 

Kellv -Marvin  Co. 

14.90 

1/4/24 

Bailey  &  Jones 

78.60 

i/5/24 

F.  L.  Bresee 

110.20 

1/5/24 

Stuart,  Jones  &  Hanley 

26.40 

Total 

$534-35 
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The  Cash  Book  was  footed  for  January,  1924,  to  date,  inclusive  of 
the  transactions  of  1/5/24,  the  footings  being : 

Debit     .     .    .    .  '.    $65,482.20 
Credit 37,760.01 

A  confirmation  certificate  was  received  from  the  First  Second 
National  Bank,  certifying  that  on  January  5,  1924,  as  of  the  close  of 
the  business  day,  the  Excelsior  Manufacturing  Company  had  on  de- 
posit $28,431.08,  inclusive  of  interest  credited  as  of  12/31/23  of  841-02, 
and  sundry  charges  to  date  of  12/31/23  of  Si  1.09,  and  in  January 
1924,  of  86. 97.     The  canceled  checks  were  returned. 

The  following  checks  were  issued,  but  not  yet  cleared  through  the 
bank : 

Nos. 
18106 
18942 
18948 
18950 
1895 1 
18952 


The  daily  receipts  per  the  Cash  Book  for  January  1924,  showed: 

January  2 81,846.02 

3 418.90 

4 7U-2o 

5 500.00 

The  currency  on  hand  January  7,  1924,  represented  cash  sales, 
made  on  January  5.  On  December  28,  1923,  a  note  of  Watkins- 
Jensen  Company,  of  Newcastle,  dated  12/1/23,  due  12/31/23,  no 
interest,  for  Si, 800. 00,  was  sent  to  the  bank  for  collection.  No  word 
has  been  received  as  yet  from  the  bank  concerning  this  note. 

The  cash  balance  per  the  Trial  Balance  on  12/31/23  was  ascer- 
tained as  862,003.08;  the  petty  cash  account  in  this  Trial  Balance 
showed  S200.00,  as  a  balance. 

A.  Dolf  proceeded  to  examine  the  notes  on  hand,  and  encountered 
the  following : 

1.  J.  B.  Seymour,  customer,  dated  November  1,  1923,  due  February  i, 

1924,  @  6%       $1,250.00 

2.  R.  Smith  Co.,  customer,  dated  December  10,  1923,  due  January  10, 

1924,  @  6%       480.00 

3.  L.  Stone,  Gen.  Mgr.,  dated  December  24,  1923,  due  March  24,  1924, 

@  4%       1,000.00 

Total        $2,730.00 
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Comment  on  notes : 

1.  Indorsed,  H.  Horan,  Manager 

2.  Authorized  by  the  Board  of  Directors 

The  Trial  Balance  of  12/31/23,  shows  notes  receivable,  $4,530.00. 
Prepare   all   working   papers   and   adjustments   necessary   in    the 
premises. 

Questions  on  Chapter  IV 

60.  Is  it  necessary  for  the  auditor  to  secure  bank  confirmation 
direct  as  to  the  balance  therein  on  deposit  as  of  a  certain  date 
where  the  bank  statement  of  the  past  month  has  been  handed 
him  and  seems  to  be  in  order  in  every  way? 

61.  When  an  auditor  employed  to  adjust  the  accounts  of  a  firm 
finds  that  the  current  work  is  behind  and  that  no  Trial  Balance 
has  been  made  for  over  a  year,  what  course  should  he  pursue, 
having  regard  for  his  own  interests  as  well  as  for  those  of  the 
firm?     (C.P.A.) 

62.  How  should  one  proceed  to  detect  an  error  in  a  Trial  Balance? 
(C.P.A.) 

63.  Describe  fully  (or  illustrate  in  skeleton  form  with  proper  cap- 
tions if  preferred)  a  Working  Balance  Sheet.     (A.I.A.) 

64.  Describe  in  detail  a  form  of  comparative  Working  Trial  Bal- 
ance as  used  by  an  auditor  in  a  Balance  Sheet  audit  and  illus- 
trate, in  connection  therewith,  the  method  of  controlling 
accounting  adjustments. 

65.  Set  up  a  form  of  working  paper  that  will  enable  an  auditor  to 
adjust  a  Trial  Balance  of  January  1,  with  a  Profit  and  Loss 
account  and  Balance  Sheet  of  a  subsequent  period  without 
recourse  to  the  Journal  entries.     (C.P.A.) 

66.  Outside  of  the  general  financial  books  of  an  undertaking,  what 
are  the  various  kinds  of  documents  and  papers  and  other 
sources  of  information  which  are  used  or  referred  to  by  an  audi- 
tor in  the  course  of  his  work?  Explain  the  object  of  such  use 
or  reference  in  each  case.     (C.P.A.) 

67.  What  points  should  be  covered  in  a  partnership  agreement? 

(C.P.A 

68.  What  record^  and  documents  should  an  auditor  have  access 
to  in  an  audit  of  a  partnership?    Give  reasons.      (    P  \ 

69.  In  auditing  tin-  accounts  of  a  corporation,  i"<>r  the  first  year  of 
its  existence,  what  records  and  documents  should  be  examined 
m  addition  to  the  books  of  account  and  the  vouchers?      C.P.A.) 
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70.  Do  you  consider  it  necessary,  and  if  so,  why,  for  an  auditor  of 
a  corporation  to  peruse  the  minutes  of  directors'  and  stock- 
holders' meetings?     (C.P.A.) 

71.  What  should  an  auditor  do  in  case  he  is  refused  access  to  the 
Minute  Book?     (C.P.A.) 

72.  What  would  you  consider  satisfactory  evidence  of  the  correct- 
ness and  propriety  of  expenditures  of  directors'  remuneration? 
(A.I.A.) 

73.  To  what  extent  would  you  consider  it  necessary  to  verify  the 
cash,  and  what  reference  to  such  verification  would  you  make 
in  your  report?     (C.P.A.) 

74.  What  is  the  value  of  a  bank  Pass  Book  for  the  purposes  of 
an  audit?  To  what  extent  should  it  be  taken  as  a  voucher 
for  Cash  Book  entries,  or  for  the  balance  carried  forward? 
(C.P.A.) 

75.  The  Check  Book  of  a  company  shows  cash  in  bank,  $12,500.00, 
the  bank  Pass  Book  for  the  same  date  shows  $14,000.00 ;  which 
is  correct  and  which  amount  should  be  included  in  the  Balance 
Sheet?     (C.P.A.) 

76.  State  what  verification  you  would  make  of  the  Bank  Book. 
(C.P.A.) 

77.  State  fully  the  limitations  of  the  process  of  verification  of  cash 
handlings  where  all  receipts  are  deposited  in  banks  and  all 
disbursements  made  by  bank  checks.     (C.P.A.) 

78.  If  you  should  contract  for  an  audit  which  provided  for  an  ex- 
amination of  all  vouchers,  what  would  you  accept  as  proper 
vouchers  for  cash  receipts?     (C.P.A.) 

79.  If  the  cash  in  bank  per  Cash  Book  or  Ledger  is  reconciled  with 
the  amount  shown  by  the  Pass  Book  or  bank  confirmation 
certificate,  should  the  Pass  Book  be  checked  with  the  deposits 
as  shown  by  the  Cash  Book?  If  your  answer  be  in  the  affirma- 
tive, state  the  nature  of  a  possible  irregularity  that  might  be 
disclosed  by  such  detail  checking. 

Problems  on  Chapter  IV 
Problem  9 

You  are  retained  by  The  Appliance  Manufacturing  Company  to 
audit  its  accounts  for  the  year  ended  June  30,  1924,  and  to  prepare 
the  requisite  statements. 

The  company  was  incorporated  on  July  1,  1923,  and  its  Balance 
Sheet  on  that  date,  which  was  prepared  by  you,  showed  as  follows : 
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Assets 

Cash $  12,680.02 

Notes  Receivable 2,200.00 

Customers 19,501.33 

Merchandise  on  Hand 0,554.45 

Machinery  &  Tools 129,355.01 

Furniture  in  Office  &  Store 11,762.18 

Expenses  of  Incorporation 500.00 

Customers' Accounts  in  Suspense 1,983.40 

Goodwill 40,000.00 

Total $227,537.27 


Liabilities 

Notes  Payable S  10,001.07 

Creditors 15,617.04 

Capital  Stock 200,000.00 

Reserve  for  Suspended  Customers' Accounts      .     .     .  1,019.16 

Total $227,537.27 

The  Trial  Balance  of  June  30,  1924,  was  as  follows: 

Cash S     5.259.80 

Notes  Receivable 5,048.75 

Notes  Payable $  16,922.81 

Sales 240,172.56 

Materials  &  Supplies 52,088.94 

Sundry  Merchandise  Bought 2,869.80 

Selling  Wage- 22,400.04 

Manufacturing  Wages 88,317.70 

Miscellaneous  Receipts 549-^o 

Office  Salaries 5,802.50 

Manufacturing  Expenses i5.353-i6 

Office  Expenses 2.406.14 

General  Selling  Kxpenses 3,491.50 

Advertising      2,064.33 

Light,  Ihat,  Power 5,121.97 

Rent  1  if  Factory 4,000.00 

Rent  of  Store  &  Office ^20 

Repairs  to  Machinery,  etc 78 

Delivery  Expenses 2,201.01 

Interest  &  Discount 738.40 

Commissions 5,089.30 

Machinery  &  Tools 152,817.24 

Dividend  (paid  January  10,  10241 6,000.00 

Furniture,  etc.  in  Store  &  Office ia,oi( 

mers 58,035.20 

Creditors 18,311  [6 

Expenses  of  Incorporation 500.00 

e  for  Suspended  Customers' Accounts     .    .    .  32c 

Goodwill 40,000.00 

1  Stock 200,000.00 

Customers'  Account  in  Suspense 

$475,955-73 
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The  inventory  of  merchandise  and  material  amounts  to  812,453.90. 
You  discover  the  following  facts  not  disclosed  by  the  books : 

(a)  Invoices  not  entered : 

Maryland  Steel  Co.,  dated  June  15,  1924,  for  steel    .  $165.00 
York  Safe  &  Lock  Co.,  dated  June  1,  1924,  for  office 

safe 110.00 

Vulcan  Coal  Co.,  dated  May  20,  1924,  for  coal      .     .  42.50      $317.50 

(b)  The  company  made  in  its  shop  for  its  own  use  five  machines,  in 
the  construction  of  which  it  used  material  costing  $525.00,  and 
the  mechanics'  wages  amounted  to  $750.00. 

Upon  the  basis  of  the  above,  prepare : 

1.  Basic  control  work  sheet  for  a  Balance  Sheet  audit 

2.  Basic  control  work  sheet  for  a  detailed  audit 

Comment :    Save  working  papers  hereunder  for  further  use  in 
connection  with  Problem  47  (post). 

Problem  10 

Work  is  commenced  January  7,  1924,  on  an  audit  of  the  Twosy 
Automobile  Sales  Agency  for  the  year  ended  December  31,  1923.  On 
the  basis  of  the  following  facts  prepare  a  bank  reconciliation  (First 
National  Bank) : 

Bank  balance,  per  Cash  Book,  December  31 $15,657.26 

Bank  balance,  per  bank  confirmation,  January  5      .     .     .     .  17,819.37 
Interest  for  December,  charged  by  bank,  per  bank  statement, 

not  shown  on  Cash  Book 142.00 

Receipts  deposited,  January  2-5 2,623.04 

Checks  drawn,  January  2-5 902.40 

Checks  outstanding  on  January  5  : 

Nos.  1749 2.31 

1767 150.00 

1770 52.19 

1772 98.45 

1773 IIQ 

Miscellaneous  bank  charges,  not  on  Cash  Book 4.58 

Problem  ii 

John  H.  Kelly  attempted  to  reconcile  his  cash  as  at  the  close  of  busi- 
ness, December  31,  1923.  He  uncovered  the  following  facts:  Bal- 
ance, per  Cash  Book,  $2,964.41 ;  balance  per  bank  statement,  $2,813.04 
(Second  National  Bank);  checks  outstanding:  No.  971,  $2. So, 
No.  980,  $41.60,  No.  986,  $17.50,  No.  989,  $108.40.     Collection  on 
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out-of-town  checks,  charged  by  the  bank,  entered  on  the  bank  state- 
ment but  not  on  the  Cash  Book  was  $2. 40.     Cash  items  on  hand,  not 
deposited,  but  entered  on  the  Cash  Book,  $319.27. 
Prepare  Reconciliation  Statement. 

Problem  12 

The  following  balances  are  found  on  the  books  of  a  trading  concern 
at  the  end  of  its  first  fiscal  year : 

Inventory  merchandise $  4,312.00 

Salaries 4,622.89 

Capital  stock 10,000.00 

Real  estate,  buildings,  and  fixtures 17,500.00 

Sales 8,469.10 

Notes  Payable  (merchandise  creditors) 5,000.00 

Mortgage  bonds  issued 15,000.00 

Customers' accounts 5*423.23 

Accounts  payable  (merchandise  creditors) 2,436.28 

Notes  payable  (bank) 5,000.00 

Total  merchandise  purchases  as  per  invoices  on  file,  less  inventory, 
show  the  cost  of  merchandise  sold  to  be  97%  of  sales.  The  cash  at 
bank  and  in  hand  amounted  to  $1,302.14. 

From  the  foregoing,  construct  cash  account  and  submit  a  brief 
report  on  same.     (C.P.A.) 

Questions  on*  Chapter  V 

80.  Presuming  that  upon  examination  of  a  merchant's  accounts  the 
balance  shown  by  the  bank  Pass  Book,  or  certified  by  the  bank- 
ers, agreed  with  the  balance  shown  in  the  merchant's  books, 
would  you  consider  any  further  examination  necessary  ?  State 
reasons  for  your  reply.     (C.P.A.) 

81.  In  making  a  detailed  audit,  what  procedure  would  you  follow  to 
verify  the  cash  in  transit  to  bank?      C.P.A 

82.  How  would  you  verify  the  cash  on  hand  and  at  bank  at  the  date 
of  the  audit,  for  a  company  carrying  balances  al  tin-  head 
office,  at  several  branches,  and  in  tin-  hands  <<i  foreign  agents? 

C.P  \ 

83.  How  should  the  bank  balance  appearing  in  tin'  books  ol  .1  com- 
pany be  verified  by  the  auditor?    (C.P  \ 

84.  How  would  you  verify  the  Cash  book  balance  of  a  company 
with  deposits  in  Syracuse  and  New  York  under  each  of  the 
following  conditions : 

a.  As  of  a  presenl  date 

b.  As  of  a  past  date 
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85.  If  an  audit  is  contracted  for  which  calls  for  an  examination  of 
all  vouchers  of  every  description,  what  would  you  accept  as 
proper  vouchers  for : 

a.   Cash  receipts     (C.P.A.) 

86.  If  an  audit  is  contracted  for  which  calls  for  an  examination  of 
all  vouchers  of  every  description,  what  would  you  accept  as 
proper  vouchers  for : 

a.    Cash  payments     (C.P.A.) 

87.  State  what  points  you  would  observe  in  the  auditing  of  vouchers 
covering  disbursements.     (C.P.A.) 

88.  What  are  the  details  to  be  considered  in  auditing  vouchers  for 
money  disbursed?  What  is  to  be  anticipated  and  guarded 
against?     (C.P.A.) 

89.  In  auditing  cash  payments,  how  would  you  prevent  the  repro- 
duction and  passing  of  vouchers  a  second  time?     (C.P.A.) 

90.  In  the  verification  of  cash  on  deposit,  made  in  the  course  of  a 
periodical  audit,  is  it  necessary  to  examine  the  returned  can- 
celed checks  which  were  outstanding  at  the  beginning  of  the 
period?     Give  reasons.     (C.P.A.) 

91.  Do  you  consider  it  necessary,  in  auditing,  to  examine  all  paid 
bank  checks?     Give  reasons.     (C.P.A.) 

92.  You  are  called  upon  to  audit  the  disbursements  of  a  treasurer's 
account  of  a  manufacturing  company.  The  voucher  system 
is  in  use.  Five  thousand  vouchers  are  involved,  these  being 
paid  by  bank  check  which  is  attached  to  its  voucher,  or  one  of 
several  it  may  have  paid.  You  are  expected  to  examine  all 
vouchers,  although  a  number  of  these  may  have  been  jour- 
nalized. 

State  your  method  of  procedure,  also  show  how  you  know 
you  have  seen  every  voucher  issued  in  the  period  under  review. 
While  this  is  going  on,  and  may  occupy  some  weeks  in  its  dis- 
charge, office  boys,  clerks,  manager,  superintendents  have 
access  to  the  vouchers  and  are  allowed  to  take  out  and  return 
for  reference  purposes  of  their  own  at  will.     (C.P.A.) 

93.  How  should  the  Petty  Cash  account  be  kept  and  audited? 
(C.P.A.) 

94.  You  are  required  to  make  a  detailed  cash  audit  for  three  years 
ending  October  31,  1923.  You  find  a  disbursement  for  "Rent 
October,  1920,  $1,000.00,"  on  November  6,  1920.  You  are 
told  the  receipt  is  missing  and  the  duplicate  cannot  be  obtained. 
You  are  shown  as  a  voucher  a  check  dated  November  6,  1920, 
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payable  to  the  landlord  or  order  for  $1,000.00,  indorsed  with  a 
rubber  stamp  and  marked  by  the  client's  bankers  "paid." 
State  with  your  reasons  whether  you  would  accept  this  as 
sufficient  evidence  that  the  payment  was  made  as  recorded 
and,  if  not,  what  course  you  would  adopt.     (A. I. A.) 

95.  State  how  you  would  prove  the  correctness  of  the  additions  of 
the  Cash  Book  without  actually  adding  same.     (C.P.A.) 

96.  A  Cash  Book  exists  with  three  columns  on  each  side,  viz., 
Debit  side :  discounts,  cash  receipts,  bank  ; 

Credit  side:  discounts,  cash  payments,  bank. 
In  making  an  audit,  you  find  that  the  cashier  closed  his  Cash 
Book  at  the  end  of  a  month,  bringing  down  a  cash  balance  of 
$177.91 ;  you  count  his  cash  and  find  that  he  has  only  $119.12. 
On  going  carefully  through  the  month's  transactions,  you  find 
that  S45.37  paid  in  cash  had  been  entered  in  the  bank  column ; 
the  total  of  a  previous  page  of  cash  receipts,  $2,516.25,  was 
brought  forward  as  $2,525.75  ;  the  discount,  $2.50  on  an  ac- 
count paid  had  been  entered  in  the  cash  column  as  a  payment 
instead  of  in  the  discount  column  ;  $10.00  received  from  a 
partner  for  payment  of  a  private  account  had  been  included  in 
the  cash  on  hand,  but  not  entered  in  the  Cash  Hook. 
Rule  a  form  of  Cash  Hook  as  above,  enter  the  balance  brought 
down,  and  make  entries  to  correct  the  errors  above  described. 
Show  the  deficiency  still  existing,  and  state  how  it  should  be 
dealt  with.     (C.P.A.) 

97.  Given  the  following  reconciliation  of  cash  at  the  close  of  an 
audit,  state  categorically  how  it  may  be  verified  : 

June  30,  cash  on  hand  as  per  Cash  Book $8,549.17 

Balance  as  per  bank  Pass   Book  at  the  close  of 

business $16,540.72 

Add  check  of  J.  B.  J( mo,  not  deposited    .     .     . 1,450.00 

$i7,9Q<)7-2 
Deduct  checks  drawn,  nut  presented    .    .    .    .  _i 

$7,845  4  i 
Cash  in  drawer 703- 74      $8,5 1 

(C.  P.  A 

98.  Outline  in  the  a  Balance  Sheet  audit  a  program  of  in- 
struction- for  verification  of  cash  and  bank  balarn  1         V.I.A.) 

99.  Enumerate  at  least  live  causes,  other  than  dishonesty,  leading 
to  a  gradual  decreasing  bank  balance,  profits  continuing  normal. 
(C.H  \ 
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Problems  on  Chapter  V 
Problem  13 

On  January  25,  1924,  you  commence  an  audit  for  the  year  ended 
December  31,  1923.  The  Pass  Book  was  balanced  as  of  January 
25,  1924,  the  first  time  in  three  months,  and  showed  a  balance  of 
$14,410.00.  Check  No.  A107  for  S100.00  and  Xo.  Ano  for  $42.00 
have  not  been  presented  to  the  bank  for  payment.  The  petty  cash 
is  not  operated  upon  the  imprest  basis,  and  there  is  S57.00  on  hand 
as  of  January  25,  as  per  your  count.  The  petty  cash  disbursements 
from  December  31,  1923,  to  January  25,  1924,  amounted  to  S150.00, 
and  during  that  time  checks  for  $1 60.00  were  issued  for  petty  cash. 
During  the  period  from  December  31,  1923,  to  January  25,  1924,  the 
following  occurred : 

Total  deposits  in  the  bank $15,021.50 

Exchange  on  above 25.00 

Total  checks  drawn 6.240.00 

Prepare  statement  showing  the  amount  of  cash  on  hand  and  on 
deposit  as  at  December  31,  1923. 

Problem  14 

From  the  following  data  and  such  items  as  it  may  be  necessary  to 
supply : 

a.  Reconcile  the  checks  issued  and  the  canceled  checks  with  the 
checks  outstanding  January  1  and  March  31. 

b.  State  the  total  of  checks  not  entered  on  the  Cash  Book. 

Cash  Book 

Balance,  January'  1,  1924 $  6,820.17 

Receipts,  January  1  -  March  31,  1924 18,467.29 

Payments,  January  1  -  March  31,  1924 18,171.34 

Check  Book 

Balance,  January  1,  1924 $  4,237.29 

Deposits,  January  1  -  March  31,  1924 20,386.18 

Checks  Issued,  January  1  -  March  31,  1924 17, 545.45 

Bank  Statement 

Balance,  January  1,  1924 $  9,481.97 

Deposits,  January  1  -  March  31,  1924 19,437.62 

Canceled  Vouchers,  January  1  -  March  31,  1924 20,763.85 

(C.  P.  A.) 
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The  Cash  Book  of  a  general  trading  concern  shows  for  the  month 
of  January  1924,  the  following: 

Receipts 
1924 

Jan.        4      Collections  from  customers $  2,818.62 

7                               do                         1 

10  do                        1,064.87 

12                              do                        1 

16                             do                       [,463.24 

23                             do                       2,417.14 

26                             do                       1 

2Q                             do                       1 .    . 

31                             do                       1,054.27 

Total  receipts  per  Cash  Book $13,925.48 

Disbursements 

1924 

Jan.         1       Overdraft  on  bank $        10.32 

3       Sundry  checks 2,153.27 

7                 do             1,427-83 

11  do             926.84 

15                 do             853.87 

19                do            428.32 

23                do            647.83 

29                do             M37-38 

31       Balance  as  shown  by  Cash  Book 5,029.82 

$13,925.48 

Cash  on  hand  undeposited  amounted  to  $56.2;;. 

A  petty  cash  fund  is  operated  on  the  imprest  basi-. 

The  books  had  been  audited  to  December  31,  1923,  and  the  fact 
established  that  the  overdraft  of  $10.32  was  correct,  after  all  checks 
drawn  had  been  presented  and  paid  by  the  bank. 

The  deposits  in  the  bank  for  the  month  of  January,  a>  shown  by  tin- 
bank  Pass  Book,  after  having  it  balanced  at  close  of  business  Jan- 
uary 31,  amounted  to  Si  $,854.37,  and  the  checks  returned  by  tin- 
bank  for  the  same  period  totaled  $8,832.43. 

There  were  checks  outstanding  at  the  time  of  balancing,  Jan- 
uary ^i.  amounting  to  $53.27. 

Fraud  is  suspected  on  the  part  of  the  cashier,  and  you 
to  check  the  transactions  recorded  by  him  as  shown  by  Cash  Book. 

Prepare  a   statement    showing   the   result   of  your  investigation. 
Also  state  with  reasons,  what   further  documents  and  re 
would  require,  if  any,  to  trace  the  cash  transai  tions  fully.      C  P  \ 
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Problem  16 

Fraud  is  suspected  on  the  part  of  the  new  cashier  of  the  A  Company 
and  you  are  asked  to  check  the  transactions  recorded  by  him  as  shown 
in  the  Cash  Book  for  the  month  of  September  1923.  The  Cash  Book 
appears  as  follows : 

Receipts 

Sept.       1  Collections  from  customers $  2,707.51 

3  do  2,101.01 

4  do  2,157.43 

6                            do  1,846.78 

8                            do  2,250.64 

11  do  2,213.18 

15  do  3,66720 

18  do  2,038.48 

25  do  2,590.62 

29  do  2,252.63 

$23,487.09 

Disbursements 

Sept.       1       Bank  overdraft $       1525 

3       Checks  issued 4,635-72 

8                do             4,945-38 

15                 do             3,780.71 

22                do             502.00 

29                do             .          4,583-21 

29      Balance  per  Cash  Book 5,024.82 

§23,487.09 

You  are  to  assume  that  the  overdraft  on  September  1,  is  correct. 

The  Bank  Statement  of  October  1,  shows  that  the  deposits  for  the 
month  of  September  amounted  to  $23,410.48,  and  the  canceled  checks 
for  the  month  amounted  to  $14,249.22. 

Cash  not  deposited  amounts  to  $15.00,  and  checks  outstanding 
total  $4,636.48,  on  September  29.     (C.P.A.) 

Questions  on  Chapter  VI 

100.  Give  either  the  classification  of  notes  receivable  suggested  in 
the  Federal  Reserve  Bulletin  for  April  191 7,  for  use  in  audited 
statements,  or  an  alternative  classification.     (A.I.A.) 

101.  As  an  auditor,  how  would  you  undertake  to  verify  the  asset 
of  notes  receivable?  Would  your  procedure  be  any  different 
if  the  company's  sales  were  at  least  $500,000.00  a  year? 
(C.P.A.) 

102.  As  a  feature  of  an  audit  made  in  March  to  cover  the  fiscal 
term  ended  December  31,  previously,  describe  your  method  of 
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proving  notes  receivable  on  hand  as  shown  in  the  Balance 
Sheet  of  December  31.     (C.P.A.) 

103.  What  do  you  understand  by  the  term  "notes  receivable  dis- 
counted"? What  entries  are  required  in  respect  of  notes 
receivable  discounted?  How  should  notes  receivable  under 
discount  be  shown  upon  a  Balance  Sheet,  if  at  all?     (C.P.A.) 

104.  What  measures  should  be  taken  to  ascertain  whether  or  not 
any  notes  receivable  have  been  discounted  and  cleared  from 
the  books,  notwithstanding  the  fact  that  they  are  not  due  and 
at  maturity  will  be  subject  to  demand  on  the  last  indorser  in 
case  payment  is  defaulted  by  the  maker?     (C.P.A.) 

105.  In  auditing  the  accounts  of  a  firm  you  find  a  number  of  dis- 
honored and  overdue  notes  which  form  part  of  the  balance  of 
the  Notes  Receivable  account.  State  fully  what  you  would 
do  with  these.     (C.P.A.) 

106.  A  firm  is  indebted  to  one  of  its  creditors  in  the  sum  of 
$45,000.00.  The  creditor  agrees  to  accept  notes  with  good 
indorsements  for  $50,000.00  in  full  settlement  of  the  account, 
with  the  understanding  that  if  any  payment  is  not  made  at 
maturity,  the  whole  debt,  less  such  sum  as  may  have  been 
paid,  shall  be  declared  to  be  due  by  the  creditor.  After  con- 
cluding this  arrangement  the  firm  is  succeeded  by  a  corpora- 
tion. 

The  agreement  covering  the  turnover  provides  that  all  debts 
of  the  firm  shall  be  paid  by  the  corporation.  Only  the  in- 
dorsed notes  for  $50,000.00  are  brought  into  the  books  of  the 
company,  and  nothing  is  said  regarding  the  agreement  herein- 
before referred  to  respecting  the  original  debt.  You  are 
asked  to  certify  to  the  accounts  thus  set  up.  What  course 
would  you  pursue?     (C.P.A.) 

107.  You  are  making  the  examination  of  a  financial  statement  of  a 
manufacturing  company  for  credit  purposes.  Your  letter  oJ 
verification  from  the  note  broker  disclosed  the  fact  that  QOtes 
aggregating  $70,000.00,  have  been  sold  by  him  and  the  pro- 
ceeds not  remitted  to  your  client  until  fifteen  days  after  Un- 
closing of  his  books.  These  notes  of  ^70,000.00  represent  part 
of  notes  aggregating  $100,000.00,  which  were  sent  to  the  note 
broker  for  discount  one  month  prior  to  the  date  of  closing, 
$30,000.00  of  which  have  not  been  -old  by  the  noli'  broker. 
No  entries  have  been  made  upon  the  book-  of  your  client  tor 

thesf  transactions.  The  client  claims  that  In-  has  the  right 
to  offset  the  liability  for  the  discounted  notes  with  the  pro. 
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in  the  hands  of  his  note  broker,  as  these  proceeds  had  not  been 
remitted  to  him  until  after  the  closing  of  his  books.  State 
your  opinion  with  regard  to  this  contention.     (C.P.A.) 

108.  What  steps  would  you  take  to  audit  the  Notes  Receivable 
Purchased  and  the  Notes  Receivable  on  Commission  held  by  a 
commercial  paper  house,  to  satisfy  yourself  that  there  had 
been  no  fraud  by  substitution?     (C.P.A.) 

109.  Outline  your  method  of  procedure  of  auditing  the  notes 
receivable  under : 

a.  Balance  Sheet  audit 

b.  Detailed  audit 

no.  What  points  in  an  audit  are  to  be  observed  in  the  verification 
of  notes  receivable  held  as  securities?     (C.P.A.) 

in.  Would  you  class  as  fixed  assets  or  as  current  assets  the  stock 
or  bonds  held  by  a  company  and  representing  control  of 
another?     Give  reasons. 

112.  State  in  detail  how  you  would  audit  and  verify  the  notes 
receivable  of  a  large  trading  corporation  with  several  affiliated 
concerns,  giving  due  attention  to  collateral,  notes  discounted, 
makers,  etc.     (A. LA.) 

113.  In  auditing  the  accounts  of  a  large  corporation  you  find  an 
account  with  X  Bonds,  charged  with  $200,000.00,  representing 
the  cost  of  bonds  subscribed  and  paid  for  by  the  company. 
At  the  date  of  the  Balance  Sheet  to  which  you  are  to  certify, 
the  bonds  had  a  market  value  of  $187,500.00.  What  attitude 
would  you  take  as  to  their  valuation  in  the  Balance  Sheet? 

114.  Under  what  circumstances  would  you  permit  a  client  to  carry 
bonds  at  cost  when  the  market  is  lower?     (C.P.A.) 

115.  What  would  you  consider  a  satisfactory  voucher  for :  Invest- 
ment in  a  mortgage?     (A.I. A.) 

116.  State  fully  the  treatment  of  bond  investments  in  accounts. 

117.  State  in  detail  the  proper  method  of  verifying  securities  owned 
which  are  carried  as  quick  assets.     (A.I.A.) 

118.  In  auditing  the  books  of  a  corporation  you  find  record  of  the 
ownership  of  stocks  and  bonds,  some  of  which  are  in  hand, 
some  are  deposited  with  bankers  or  others  for  safekeeping, 
and  others  are  lodged  as  security  for  loans.  State  what  kind 
of  evidence  you  would  require  in  each  case,  specifying  par- 
ticularly in  the  case  of  stocks  and  registered  bonds,  if  not 
registered  in  the  name  of  the  corporation,  what  you  consider 
necessary  to  protect  your  client's  interests.     (A.I.A.) 
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119.  What  would  you  consider  a  satisfactory  voucher  for :  Purchase 
of  a  Stock-Exchange  security?     (A. I. A.) 

120.  Where  securities  comprise  the  stock  in  trade  of  the  client, 
state  generally  the  points  to  which  the  auditor's  attention 
should  be  directed,  and  the  manner  in  which  the  verification 
would  be  made  of  the  amount  thereof  shown  in  the  Balance 
Sheet. 

121.  Your  verification  of  the  securities  of  a  corporation  has  to  be 
made  at  a  date  about  two  months  subsequent  to  the  date  of  the 
Balance  Sheet  you  are  asked  to  certify.  Can  you  suggest  steps 
which  will  enable  you  to  do  this  without  risk  of  overlooking 
serious  misstatement?     (A. LA.) 

122.  In  auditing  the  books  and  accounts  of  a  concern  after  the 
books  have  been  closed  and  the  Balance  Sheet  and  Profit  and 
Loss  Statement  have  been  prepared,  you  find  the  following 
items  included  in  the  Profit  and  Loss  Statement : 

a.  Increase  in  value  of  stocks  held $1,000.00 

b.  Profits  from  stocks  and  bonds  sold 800.00 

Criticize  these  items  and,  if  erroneous,  state  how  you  would 
correct  them.     (C.P.A.) 

123.  In  auditing  a  trust  company's  accounts,  you  find  that  the  com- 
pany is  cotrustee  for  a  number  of  estates.  The  securities 
are  locked  in  a  safe  deposit  box  that  cannot  be  opened  with- 
out the  assistance  of  the  absent  trustee,  who  will  be  away  for 
several  months.  What  precautions  should  be  taken  to  safe- 
guard the  integrity  of  your  audit?     (C.P.A.) 

124.  If  you  are  called  upon  to  audit  the  accounts  of  a  trust  company 
or  building  and  loan  association  whose  principal  investment 
may  be  mortgages,  how  would  you  prevent  the  introduction 
of  canceled  or  fictitious  mortgages?     (C.P.A.) 

125.  Is  the  term  "fund*'  ever  u-ed  to  designate  an  item  on  the 
credit  side  of  a  Balance  Sheet  ?  What  do  you  consider  to  be 
the  usual  purpose  of  a  sinking  fund? 

126.  In  what  manner  should  the  auditor  verify  the  existence  of 
sinking  fund  assets? 

127.  On  March  15,  ig — ,  you  received  instructions  t<>  audit  the 
accounts  of  a  large  corporation  whose  fiscal  year  ended  on  the 
preceding  December  31.  The  corporation  ha-  subscribed  lor 
certain  bonds  through  various  banks  and  at  tin-  December  31, 
certain  subscriptions  had  been  paid  f<>r  in  full  by  empL 
and  delivery  of  bonds  accepted,  while  in  other  cases  part  pay- 
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ments  only  had  been  made.  Bonds  have  also  been  delivered 
to  the  company  upon  fully  paid  subscriptions.  Describe  how 
you  would  proceed  to  verify  the  asset  shown  in  the  Balance 
Sheet  at  December  31,  representing  bonds  on  hand  and  part 
payments  made  on  subscriptions,  so  that  you  can  give  an  un- 
qualified certificate  to  your  clients  as  of  this  December  31. 
(A.I.A.,  adapted) 
128.  How  would  you  disclose  on  a  Balance  Sheet  dated  December 
31,  bonds  put  up  as  collateral  when  there  is  a  strong  probabil- 
ity of  their  not  being  released?     (C.P.A.) 

Problems  on  Chapter  VI 

Problem  17 

Previous  to  examining  the  accounts  of  a  corporation  at  the  end  of 
its  first  fiscal  year,  you  find  that  the  notes  receivable  stand  in  the 
financial  statement  prepared  for  the  banker  at  §5,500.00. 

Upon  investigation,  it  is  disclosed  that  $20,000.00  of  notes  from 
customers  were  received  during  the  period,  and  that  $10,000.00  of 
these  notes  were  duly  paid  in  full  by  the  customers  to  the  company  at 
maturity,  and  $5,000.00  were  discounted  at  the  bank.  Of  the  notes 
discounted,  a  note  for  $500.00,  given  by  Brown  &  Company,  was  not 
paid  when  due,  and  has  been  charged  back  to  the  Notes  Receivable 
account.  Notes  to  the  amount  of  $1,500.00  are  not  yet  due  at  the 
bank. 

Partial  payments  have  been  made  to  the  company  to  the  extent  of 
$500.00  on  notes  still  due  and  these  payments  have  been  credited  to 
an  account  called  Partial  Payments  on  Notes  Receivable.  This 
item  is  listed  in  the  financial  statement  as  a  liability. 

A  customer's  note  of  $1,000.00  is  found  to  have  been  given  as  col- 
lateral for  the  payment  of  a  note  of  the  company  discounted  at  the 
bank. 

A  30-day  note  given  by  an  officer  of  the  company  for  $200.00  is 
treated  as  a  cash  item.     The  note  is  60  days  past  due. 

You  are  asked  to  give  the  Journal  entry  or  entries  for  obtaining 
the  proper  account  or  accounts  to  record  the  above  facts,  and  to  give 
such  comments  as  you  would  consider  appropriate  to  include  in  your 
report  relative  to  these  items.     (C.P.A.) 

Problem  18 

The  accounting  firm  of  C.  P.  &  A.  employs  you  as  a  senior  accountant, 
and  for  your  initial  job  requires  you  to  draft  the  accounts  related  to 
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Notes  Receivable  from  memoranda  shown  in  a  client's  diary,  the 
client  being  an  export  broker,  as  follows : 

1924 

Jan.        2       Took  G.  D.'s  note,  90  days'  settlement  of  account      ...     $  600.00 

3  Accepted  M.  O.'s  30-day  draft,   documents  attached  for 

goods  shipped  me  from  Paris 1,945.00 

4  Received  from  Hank  of  Havana,  60-day  draft  for  proceeds 

of  accounts  collected  by  them 425.00 

24  Received  from  B.  A.  note  at  30  days  on  settlement  of  account  650.00 

25  Drew  on  C.  M.   15  days  from  date  for  account  of  goods 
shipped  to  London 35000 

26  Accepted  L.  H.'s  draft,  60  days'  sight 75°-°° 

28  Received  C.  M.'s  draft,  accepted  January  26 350.00 

29  Discounted  G.  D.'s  note  at  bank,  received 591-25 

Feb.        5      Paid  M.  O.  draft 

10       Discounted  Bank  of  Havana  draft,  received 41 165 

n       C.  M.  draft  returned 
26       B.  A.  note  paid 

(C.  P.  A.,  adapted) 

Problem  19 

The  trustees  of  an  estate  of  $250,000.00,  make  the  following  invest- 
ments and  collect  the  income : 

Purchases 

1923 

Feb.     2     100  shares  XD  stock,  par  $100.00  («  $109.50 

Mar.    5     10  O.K.  bonds  maturing  1966,  $1,000.00  each,  6%,  January  1 

and  July  1,  (5  $1,010.00  and  accrued  interest 
April  10     Bond  and  mortgage  for  $5,000.00,  maturing  1928;   interest 

April  1  and  October  1 
Oct.      6     10  O.K.  bonds  maturing  1966,  $1,000.00  each,  6C'C  January  1 

and  July  1,  fo  $1,020.00  and  accrued  interest 

Sales 

1923 

Oct.      5     100  shares  XD  stock,  par  $100.00,  («   $110.00.     The  XI  > 
stock  paid  quarterly  dividends  as  under:    April  i. 
July  1,  i.]r;-,    Oct.  1.  2%.    These  dividends  are  received 
respectively  on  April  3,  July  5,  and  October  3. 

The  interest  on  O.  K.  bonds  is  received  July  2,  and  the  interest  on 
the  bond  and  mortgage  for  5  month-  and  20  days  is  received  <>n  the 
date  due. 

On  April  10,  the  trustees  borrow  from  the  bank,  $1,100.00  on  a  col- 
lateral note  and  repay  the  loan  on  October  10,  with  interest  at  o'  , 
per  annum. 
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Prepare  auditor's  Trial  Balance  as  of  October  10,  1923,  indicating 
accounts  related  to  each  security.     (C.P.A.,  adapted) 

Problem  20 

The  following  are  the  transactions  of  a  certain  Securities  Company 
for  the  period  of  one  year,  January  1,  to  December  31,  19 — .  With 
these  as  a  basis,  prepare  Balance  Sheet  and  Statement  of  Profit  and 
Loss. 

Jan.      1     Cash  capital  paid  in,  for  which  stock  issued  S2, 000,000. 00. 
1     Purchased  400  shares  A.  B.  Co.  stock  <§,  103!-  plus  £. 
1     Purchased  100M  C.  D.  Co.  6's  @,  112  plus  i.     Interest  pay- 
able J.  &  J.     Life  17^  years. 
23     Purchased  entire  issue  of  stock  of  H.  K.  Co.  (4,000  shares) 
©  105. 
April  30    Sold  20M  C.  D.  Co.  6's  ©114  less  |-,  and  accrued  interest 

S400.00. 
July      1     Purchased  100M  N.  P.  Co.  4's  @  $99,585.06  plus  brokerage 
i.     Interest  payable  J.   &  J.     Purchase  to  yield  4.85%. 
Life  6  months.     Consider  brokerage  as  an  expense. 
1     Purchased  entire  issue  of  stock  of  R.  S.  Co.  (10,000  shares) 

@  112  plus  -1. 
1     Purchased  entire  issue  of  stock  of  W.  X.  Co.  (1,000  shares) 
@  78^  plus  $■. 
Aug.  15     Stock  dividend  received  on  A.  B.  Co.  stock,  5%. 

31     Sold  20M  N.  P.  Co.  4's  @  98  less  £,  and  accrued  interest, 

$133-34- 
Sept.  15     Cash  dividend  received  from  H.  K.  Co.,  5%. 
Nov.  15     Cash  dividend  received  from  R.  S.  Co.,  9%. 

The  yield  on  C.  D.  Co.  6's  is  4.95%  on  a  cost  of  $112,197.30. 
Balance  Sheets  as  on  12/31  of  companies  whose  stock  is  held  show: 

a.  H.  K.  Co Surplus     $100,000.00 

b.  R.  S.  Co Surplus       270,514.84 

c.  W.  X.  Co Deficit  25,076.52 

Questions  on  Chapter  VII 

129.  Mention  three  classes  of  transactions  which  a  debit  item  may 
represent  in  a  customer's  account.     (A. I. A.) 

130.  Properly,  what  should  be  included  under  the  heading  of  "ac- 
counts receivable"  upon  a  Balance  Sheet? 

131.  The  bookkeepers  of  the  Jacksonville  Mercantile  Co.  find  that 
accounts  receivable  as  taken  from  the  Ledgers  amount  to 
$14.50    more   than   the   balance   shown    by   the   controlling 
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account.  There  are  5,000  open  accounts.  The  bookkeepers 
have  been  checking  back  for  weeks  in  the  effort  to  locate  the 
difference,  but  have  given  up  in  despair.  You  are  engaged  to 
locate  it.     Formulate  your  plans.     (C.P.A.) 

132.  Indicate  what  would  guide  you  in  examining  and  criticizing 
accounts  receivable  carried  on  the  branch  office  books  of  a 
business.     What  would  you  require  before : 

a.  Accepting  the  debits  as  good,  or 

b.  Writing  off  those  you  were  told  were  bad?     (A. LA.) 

133.  A  firm  having  several  branches  maintains  in  its  Ledger  an  ac- 
count with  each  branch,  and  charges  to  such  account  all  goods 
sold  to  the  agent  for  stock,  accounts  receivable  arising  from 
sales  by  the  branch  within  its  territory,  and  cash  collected  by 
the  branch. 

At  the  end  of  the  year,  the  balance  of  each  branch  is  treated  as 
an  ordinary  account  receivable  and  is  included  in  the  general 
debts  due  to  the  firm.  In  certifying  the  accuracy  of  the  firm's 
Balance  Sheet,  would  you  pass  such  accounts  receivable? 
If  not,  state  what  objections  there  are  to  this  method  and  how 
you  would  deal  with  the  accounts.     (C.P.A.) 

134.  As  an  auditor,  to  what  extent  would  you  charge  yourself 
with  responsibility  for  the  accuracy,  both  as  to  facts  and  fig- 
ures, of  accounts  receivable  —  trade,  personal,  consignment? 
(C.P.A.) 

135.  Included  among  the  accounts  receivable  are  the  following 
items : 

a.  Bad  debt  suspense 

b.  President's  drawing  account 

c.  Consignment  stocks 

d.  Working  fund 

Do  you  consider  that  these  items  have  been  classified  properly  ? 
Indicate  reasons. 

136.  In  auditing  the  accounts  <>f  an  engineering  corporation,  you 
find  a  number  of  engines  have  been  shipped  to  dealers  on  con- 
signment, against  which  the  dealers  have  made  deposits  oi 
;q','  of  the  invoice  price.  The  engines  were  invoiced  <>ut  to 
the  dealers  at  the  regular  contract  prices,  being  carried  in  the 
accounts  receivable,  the  deposits  referred  to  being  credited 
to  the  same  accounts.  In  drawing  the  Balance  Sheet,  how 
would  you  consider  these  items  should  be  stated,  and  on  what 

basis  of  valuation  ?     (C.P.A 

137.  The  audit  of  a  corporation,  on  the  instrw  tions  of  it-  president, 

reveals  the  following  condition: 
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Assets 

Real  estate,  plant,  and  machinery $500,000 

Merchandise  of  all  kinds 200,000 

Notes  receivable 50,000 

Accounts  receivable 275,000 

Sundries  accrued 4,500 

Cash 37,500         $1,067,000 

Less  Liabilities 

Notes  payable $250,000 

Accounts  payable 40,000  290,000 

Net  resources $777,000 

The  capital  of  the  corporation  is  $1,000,000,  with  deficit  of 
$223,000.  The  audit  brings  out  the  fact  that  included  in  the 
accounts  receivable  is  an  item  of  approximately  $50,000,  due 
by  the  president  of  the  company.  In  certifying  to  the  Balance 
Sheet,  the  president  requests  you  not  to  show  as  a  separate 
item  the  amount  due  by  him,  but  to  include  it  as  shown  above 
in  the  accounts  receivable  for  the  reason,  you  are  informed, 
that  your  certificate  is  to  be  used  for  the  purpose  of  selling 
$250,000  bonds  secured  by  mortgage  on  the  real  estate,  plant, 
and  machinery,  the  proceeds  of  which  will  be  used  to  liquidate 
the  present  notes  payable.  The  president  of  the  company  is 
reported  to  be  worth  $200,000  over  and  above  the  value  of 
his  stock  in  the  above  company. 

What  course  of  action  would  you  take?  State  the  reasons 
therefor.  If  the  certificate  was  stated  to  be  for  the  purpose  of 
handing  the  certified  Balance  Sheet  to  their  bankers  or  to  pre- 
sent to  the  annual  meeting  of  stockholders,  then  what  would 
be  your  course  of  action  and  why?     (C.P.A.) 

138.  Explain  how  you  would  deal  with  advances  on  contracts  of 
purchase. 

139.  A  corporation  has  a  controlling  account  in  the  General  Ledger 
for  accounts  receivable.  The  balance  of  the  controlling 
account  is  $80,000.  The  debit  balances  of  the  individual  ac- 
counts total  $100,000,  and  the  credit  balances  total  $20,000. 
Is  a  statement  correct  which  uses  the  controlling  account  bal- 
ance as  an  asset  ?  If  not,  what  would  you  do?  Give  reasons. 
(C.P.A.) 

140.  In  preparing  a  Balance  Sheet,  what  basis  would  you  use  to 
ascertain  that  the  asset  of  accounts  receivable  was  valued 
properly : 

a.   In  general  b.    Completely 
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141.  Explain  in  full  your  method  of  arriving  at  a  correct  allowance 
for  bad  debts.     (C.P.A.) 

142.  If  on  a  second  audit,  made  a  year  after  the  first  one,  you  find 
that  many  of  the  same  items  of  bad  and  doubtful  debts  to 
which  you  drew  attention  at  the  earlier  date  still  remain  un- 
changed, what  action  would  you  take?     (C.P.A.) 

143.  How  should  an  auditor  undertake  to  verify  bad  debts  written 
off? 

144.  How  should  a  reserve  for  cash  discounts  on  outstanding 
accounts  receivable  be  computed?  When  would  you  advise 
setting  up  such  a  reserve?     (C.P.A.) 

145.  What  inference  would  you  draw  from  an  account  which  showed 
a  partial  payment  on  an  old  invoice  and  complete  payments 
on  invoices  of  later  date? 

Of  what  use  would  be  a  compilation  of  percentages  covering 
gross  and  net  sales,  in  relation  to  outstanding  accounts? 

146.  In  the  course  of  an  annual  examination  as  of  December  31, 
you  find  the  following,  in  the  Customers'  Ledger. 


WIN  SLOW   &    COMPANY 


IQ  — 

IQ  — 

July 

1 

Mdse. 

50.00 

Aug.  20 

Cash  &  Disct. 

50.00 

Aug. 

3 

M.ise. 

60.00 

Oct.     3 

Do 

75.00 

Sept. 

15 

M<l>e. 

75.00 

Dec.     1 

Do 

100.00 

Oct. 

10 

Mdse. 

100.00 
285.00 

Dec.  31 

Balance 

60.00 
285.00 

Dec. 

3i 

Balance 

60.00 

What  are  your  views  on  the  above?     (C.P.A.) 

147.  As  an  auditor,  how  would  you  satisfy  yourself  concerning  tin- 
following  : 

a.  Allowances  to  customers  for  returned  goods 

b.  Sales  to  customers 

148.  As  an  auditor,  how  would  you  undertake  to  verify  the  B 

of  customers'  accounts?     Would  your  procedure   be   any 
different  if  the  company's  scar-  sales  were  at  Leasl  $500,000 
r  ?      ( '  I '  \ 

149.  Outline  your  method  of  procedure  of  auditing  the  accounts 

ivable  under  : 

a.  Balance  Sheet  audit 

b.  Detaile.l  audit     (C.P   \ 
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Problems  on  Chapter  VII 

Problem  21 

In  course  of  an  audit  as  of  June  30,  1924,  of  a  jobbing  dry-goods 
concern,  you  find  an  account  with  a  customer  as  follows : 


1924 

1924 

Jan.      1 

Balance 

$4,170.00 

Jan. 

20 

Notes  Rec. 

4  mo. 

$1,670.00 

Feb.   22 

Notes  Rec. 

2,500.00 

Feb. 

20 

Cash 

500.00 

Mar.  31 

Mdse. 

1,400.00 

Feb. 

20 

Notes  Rec. 

3  mo. 

2,000.00 

May  22 

Notes  Rec. 

2,000.00 

Apr. 

20 

Notes  Rec. 

4  mo. 

1,400.00 

May  23 

Notes  Rec.  and 

May 

20 

Cash 

500.00 

Expense 

1,675.00 

May 

20 

Notes  Rec. 

3  mo. 

1,500.00 

June  30 

Mdse. 
Balance 

950.00 

$12,695.00 

$5,125.00 

June 

3° 

Balance 

5,125.00 
$12,695.00 

June  30 

Prepare  analysis  of  this  account. 
Indicate  Balance  Sheet  set-out. 
Indicate  reasons  for  treatment. 


(C.P.A.,  adapted) 


Problem  22 

The  Trial  Balance  of  a  Manufacturing  Company  which  you  are 
auditing  as  of  December  31,  19 — ,  shows: 

Accounts  Receivable $369,926.00 

Allowance  for  Doubtful  Accounts 2,608.00 

The  schedule  of  the  accounts  receivable  furnished  the  auditor  by  the 
office  accountant  was  checked  with  the  Ledgers  with  the  following 
results : 


45  accounts  with  credit  balances  totaling 

City  Ledgers  (card)  : 

A  —  C $2,340.16 

D  — I 495.82 

J  —  R 1,762.18 

S  —  Z 2,486.93 

Country  Ledger 2,735.55 

Total  of  all  accounts  with  debit  balances 
City  Ledgers  (card)  : 

A  —  C $80,126.32 

D  — I 86,903.17 

J  —  R 78,440.29 

S  —  Z 93,507.86 

Country  Ledger 40,766.70 


$9,820.64 


379,744.34 
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Further,  the  examination  of  the  accounts  disclosed  the  following : 

1.  Special  account  of  President,  H.  C.  Doolittle       ....  $30,000.00 

2.  Due  from  employees  on  stock  subscriptions 3,150.00 

3.  Consignment  accounts  (credit  to  Sales) 10,500.00 

4.  Interest    receivable  on  one  account,  of    P.  D.    Seymour 

&  Sons  ($15,000.00),  3  mo.  ©6% 2-5.00 

5.  Balance,  trade  debtors  (includes  $15,000.00  in  4) 

The  accounts  overdue  were  divided  into  lists  as  under : 

1.  Less  than  30  days  past  due $56,992.60 

2.  30-60  days  past  due 68,414.10 

City $28,702.18 

Country 39,711.92 

3.  60  davs  —  6  mo.  past  due 49,727.25 

City $13,846.93 

Country 35,880.32 

4.  6  mo.  —  1  year  past  due 7.830.75 

City     .  ' $5,353-45 

Country 2,477.30 

5.  Over  1  year  past  due 18,641.20 

City S14.201.10 

Country 4,440.10 

Product  is  sold  n  '30.  No  trade  discounts  to  be  considered.  The 
Allowance  for  Doubtful  Accounts  has  not  been  disturbed  during  the 
past  18  months.  No  accounts  were  charged  off  during  the  year.  No 
accounts  were  hypothecated  or  assigned.  Credit  balances  represent 
overpayments,  allowances  or  goods  returned,  and  claims  allowed.  No 
confirmation  verification  is  possible.  Credit  man  insists  actual  losses 
will  not  exceed  2\%. 

Required  :  Whatever  schedules,  adjustments,  and  recommendations 
appear  necessary  in  the  premises. 

Problem  23 

On  June  1,  1024.  Wm.  Smith  bought  a  small  manufacturing  business 
for  a  cash  consideration  of  ?:s,ooo.oo.     He  received  the  followii 
sets  free  and  clear  of  all  liabilitii 

Machinery  which  1  <•-!  .^15,000.00,  and  which  was  considered  as 
worth  $12,000.00;  lumber  which  cost  S^.ooo.oo,  and  which  would  be 
worth  So.ooo.oo  at  the  market  prices  then  prevailing. 

Other  raw  material  which  was  worth  S2.000.00at  cost  and  at  market. 

Mr.  Smith  was  not  to  receive  any  interest  in  the  accounts  receivable 
(which  had  a  total  face  value  of  SS.ooo.oo)  but  a-  an  accommodation, 
he  undertook  to  collect  them  for  the  former  owners,  and  by  agreement 
he  was  to  make  an  accounting  to  them  on  August  1.  1 

veen  June    1    and   August    1.    [034,  no  regular  books  of    account 
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were  kept,  and  at  the  latter  date  Mr.  Smith  asks  you  to  open  a  simple 
set  of  books  which  will  record  the  totals  of  his  transactions  to  date. 
He  also  asks  you  to  prepare  a  Balance  Sheet  and  a  statement  to  be  sub- 
mitted to  the  former  owners. 

He  is  able  to  supply  you  with  the  following  information  from  memo- 
randa he  has  kept : 

Cash  collections,  on  old  accounts  receivable S6, 500.00 

On  new  accounts  receivable 6,000.00 

Cash  disbursements,  wages 2,000.00 

Other  factory  expenses        300.00 

Paid  former  owners,  on  account       3,000.00 

Collection  expenses  on  old  accounts 50.00 

Material  purchases 6,000.00 

Open  items  at  August  1,  1924: 

Old  accounts  receivable  uncollected 1,350.00 

New  accounts  receivable  uncollected 6,925.00 

Factory  expenses  unpaid 125.00 

Material  bills  unpaid 1,700.00 

Cash  on  hand,  August  1,  1924 725.00 

Material  on  hand,  August  1,  1924,  at  market,  S4,8oo;  cost    .  5,500.00 

From  the  above  information  prepare  Journal  entries  necessary  to 
record  the  transactions  to  date  and  a  Balance  Sheet  at  August  1,  1924. 
(C.P.A.) 

Problem  24 

The  General  Ledger  Trial  Balance  of  the  Monican  Company  as  of 
December  31,  19 — ,  contains  the  following  item  : 

Accounts  Receivable,  Consignment $13,547.07 

A  listing  of  the  Consignment  Ledger  balances  at  the  same  date  pro- 
duces the  following : 

Debits  Credits 

Anton  &  Co.,  Inventory  Account $25,739.06 

Anton  &  Co.,  Finance  Account        $10,197.87 

Jones  &  Co.,  Inventory  Account 483.89 

Jones  &  Co.,  Finance  Account 1,624.84 

Dunn  &  Co.,  Inventory  Account 5,394.84 

Dunn  &  Co.,  Finance  Account 1,101.71 

Hardy  &  Co.,  Inventory  Account 190.28 

$29,139.78        S15.592.71 

The  inventories  of  goods  out  on  consignment,  taken  from  the  in- 
ventory sheets  received,  were  as  follows : 

Anton  &  Co $18,664.09 

Jones  &  Co 133-35 

Dunn  &  Co 4,603.65 

Hardy  &  Co 190.28 

These  inventory  items,  upon  examination,  were  found  to  be  correct 
as  to  amounts.     The  inventory  of  goods  at  the  mill  was  $32,086.26. 
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Prepare  reconciliation,  adjustments  and  Balance  Sheet  set-out 
for  the  above,  as  of  December  31,  19 — . 

Questions  on  Chapter  VIII 

150.  As  an  auditor,  what  documentary  evidence  would  you  re- 
quire in  support  of  expenditures  for  merchandise  purchases? 

151.  What  safeguards  in  accounting  would  you  suggest  to  a  client 
to  prevent  loss  of  stock  by  theft?     (C.P.A.) 

152.  Should  inventories  of  a  manufacturing  concern  be  taken  at 
cost  value,  at  market  value,  or  at  some  other  value?  Give 
reasons.     (C.P.A.) 

153.  It  is  generally  conceded  that  merchandise  inventories  should 
be  calculated  on  "cost"  prices,  but  in  practice  there  are  found 
many  differences  in  the  method  of  determining  the  cost  price. 
State  whether  or  not  the  following  items  should  be  regarded  in 
arriving  at  cost,  giving  your  reason  in  each  case : 

Cash  Discounts  Rebates  and  premiums,  such  as  are 
Trade  discounts  found  in  the  tobacco  business 

Freight    inward    (on  Drayage  and  handling  (inward) 

goods  bought)  Packing  and  draying  (outward) 
Freight   outward    (on 

goods  sold)  (C.P.A.) 

154.  In  auditing  the  accounts  of  the  Barclay  Manufacturing  Com- 
pany, it  is  ascertained  that,  owing  to  business  depression, 
there  was  an  abnormal  drop  in  the  market  value  of  the  inven- 
tories at  the  close  of  the  fiscal  year,  to  the  end  that  the  market 
value  of  the  stock  on  hand  was  850,000.00  less  than  the  cost 
value.  The  company  has  prepared  its  Balance  Sheet,  stating 
therein  the  inventories  ;it  cost,  ami  wishes  it  t<>  be  published 
in  that  form  subject  to  the  comment-  of  the  auditor  thereon. 
As  auditor,  draft  your  comments  relative  to  inventories  in  the 
form  in  which  they  will  be  printed  as  part  of  your  certificate. 

155.  In  passing  upon  the  value  shown  in  the  inventory,  how  should 
the  auditor  treat  material-  costing  S10.00  per  unit  when  the 
market  price  i-  $8.00  per  unit,  and  when  the  market  price  is 

$12.00  per  unit  ?    State  reasons  fully.      C.P  \ 

156.  In  making  an   audit,   what    are   the   important    point-   to  be 

ridered  in  connection  with  an  inventory?    Why  are  they 

important  ?       I     I'   \ 

1 57.  As  an  auditor,  to  what  extent  would  you  charge  yourself  with 
responsibility  for  the  accuracy,  both  a-  md  figun 
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the   following :     Inventories  —  manufactured,    in   process  — 
merchandise,  supplies? 

158.  Would  you  examine  the  inventory  of  a  firm,  in  view  of  the  fact 
that  the  auditor  is  not  responsible  for  the  inventory?  If  so, 
why?     If  not,  why  not?     (C.P.A.) 

159.  When  an  inventory  is  not  made  under  your  personal  super- 
vision, what  procedure  would  you  deem  necessary  to  protect 
your  certification  of  the  audit?     (C.P.A.) 

160.  An  auditor  is  required  to  certify  to  the  correctness  and  value 
of  an  inventory  with  which  he  is  unfamiliar.  Should  he  de- 
cline to  do  so?     Give  reasons.     (C.P.A.) 

161.  Can  an  examining  accountant  satisfy  himself  of  the  general 
correctness  of  inventories  without  himself  taking  the  quanti- 
ties and  verifying  the  prices,  extensions,  and  additions  ?  Give 
full  particulars.     (C.P.A.) 

162.  Describe  what  you  consider  the  correct  attitude  of  an  auditor 
regarding  inventories  generally,  and  especially  when  preparing 
a  Balance  Sheet  for  a  bank : 

Real  estate  company 

Wholesale  grocer 

Orange  grove 

Steamboat  company     (C.P.A.) 

163.  Describe  a  perpetual  inventory,  its  advantages  and  disad- 
vantages : 

1.  In  general 

2.  As  applied  to  : 

a.  Real  estate  company 

b.  Wholesale  grocer 

c.  Orange  grove 

d.  Steamboat  company 

Discuss  the  above  especially  as  to : 

1.  Current  information 

2.  Use  in  preparation  of  interim  statements 

3.  Use  in  preparation  of  periodical  statements     (C.P.A.) 

164.  What  is  turnover,  and  what  use  should  an  auditor  make  of 
it  in  an  audit  of  a  merchandising  business?     (C.P.A.) 

165.  A  manufacturing  concern  finds  that  in  the  past  operating  year 
the  manufacturing  profit  was  thirty-four  per  cent  of  the  profit 
on  sales.     On  June  30,  of  the  current  year,  the  directors  want 
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an  approximate  inventory  without  count  or  schedule  and  call 
upon  you  to  produce  it.     Illustrate  your  plan  of  procedure. 

166.  Indicate  in  what  circumstances  and  for  what  purposes  you 
would  consider  a  book  inventory  to  be  of  use  in  a  manufactur- 
ing business : 

1.  For  current  information 

2.  For  use  in  the  preparation  of  interim  statements 

3.  For  use  in  the  preparation  of  final  yearly  or  half-yearly 
accounts 

Assuming  your  client  decided  to  rely  upon  such  book  records, 
what  steps  should  be  taken  to  guard  their  accuracy?     (A. I. A.) 

167.  What  safeguards  would  you  employ  as  an  auditor  of  a  manu- 
facturing company  as  concerns  the  valuation  of  inventories? 

168.  On  what  basis  should  an  inventory  of  a  car  builder  company  be 
prepared?  Deal  specifically  with  the  following  classes  of 
material : 

1.  Lumber  purchased  from  a  sawmill  in  "green"  state 

2.  Cars  under  construction  —  four-fifths  completed  : 

a.  When  Si, 000. 00  per  car  will  be  lost  on  completion  of 

contract 

b.  When  Si, 000. 00  per  car  profit  will  be  realized 

3.  Castings  manufactured  by  the  company     (C.P.A.) 

169.  In  the  course  of  an  audit  of  a  stove  manufacturers  books,  as 
of  March  31,  you  notice  that  three  invoices  respectively  for 
pig  iron,  sand,  and  fire  brick,  dated  on  the  22.  27,  and  28,  of 
that  month  of  March,  were  entered  in  the  books  in  the  follow- 
ing April.  What  does  this  signifv  and  how  may  it  affect  your 
report?     (C.P  \ 

170.  In  the  examination  of  the  account-  of  an  important  railroad, 
it  appears  that  none  of  the  invoices  and  material  purchased 
appear  on  the  company's  books  until  they  have  been  approved 
by  the  Purcha-  I  and  division  superintendents,  al- 
though the  various  storekeepers1  report-  -how  that  much  of 
the  material  and  supplies  actually  has  been  received.  I 
would  you  deal  with  such  a  condition  and  determine  the  real 
position  of  the  railroad  with  re-pect  to  pun  bases  not  taken  up 

on  tin-  Voucher  Register? 

171.  In  an  audit  covering  the  year  ended  December  ji,  you  dis- 
cover that  invoi(  000.00  for  bri»  k-  and  other 
building  material-  to  be  used  in  the  construction  of  an  addi- 
tion to  the  plant,  were   received   after  the  book-  were  cl- 
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although  the  materials  actually  were  received  on  December  15. 
As  the  materials  were  not  taken  into  the  inventory,  and  the 
invoices  were  not  on  the  books,  would  you  recommend  any 
adjustment?     Give  reasons.     (C.P.A.) 

172.  An  investigation  of  the  details  of  an  inventory  dated  Jan- 
uary 1,  19 — ,  brings  to  light  the  following  entry: 

Contract  dated  July  1,  of  the  preceding  year,  for  delivery  of 

20,000  tons  of between  January  1  and  June  30,  of 

this  year,  at  $25.00  per  ton,  the  market  price  at  date  of  inven- 
tory being  S27.50  —  $50,000.00. 

Discuss  the  validity  of  the  above  entry  under  the  following 
circumstances : 

a.  In  the  preparation  of  a  certified  Balance  Sheet  for  stock- 
holders' meetings 

b.  In  investigation  on  behalf  of  a  client  who  is  considering  the 
purchase  of  the  majority  of  the  capital  stock  of  the  company 

c.  In  investigation  and  preparation  of  a  certified  Balance  Sheet 
for  the  company  (the  company  being  your  clients)  which 
they  desire  to  submit  to  their  bankers     (C.P.A.) 

173.  What  is  your  understanding  of  "work  in  progress"? 

174.  State  whether  depreciation  is  an  element  of  the  cost  of  manu- 
factured products.     If  so,  why?     (C.P.A.) 

175.  As  a  certified  public  accountant  auditing  the  books  of  a  manu- 
facturing business  that  operated  a  supposedly  highly  developed 
cost  system,  what  steps  would  you  take  regarding  inven- 
tory values  that  were  found  to  agree  with  the  cost  records? 
(C.P.A.) 

176.  A  small  firm  is  engaged  in  the  business  of  hat  manufacturing. 
The  accounts  do  not  embrace  a  cost  system,  although  one  could 
readily  be  installed,  as  the  labor  is  on  a  piece-work  basis  and 
the  goods  manufactured  are  standard,  requiring  a  given  quan- 
tity of  braid,  thread,  etc.,  per  dozen. 

The  firm  closed  its  books  showing  a  loss  of  Sio,ooo.oo  for  the 
year,  the  inventory,  which  aggregated  $45,000.00,  being  taken 
by  actual  count  and  priced  at  estimated  cost.  You  were 
engaged  to  audit  the  accounts,  and  during  the  progress  of  your 
audit  the  firm  informed  you  that  $8,000.00  worth  of  finished 
goods  had  been  omitted  from  the  inventory,  giving  you  the 
case  numbers.  What  steps  would  you  take  to  verify  the 
adjusted  inventory?     (C.P.A.) 
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177.  Is  there  any  objection  to  the  plan  of  inventorying  finished 
goods  at  selling  price  less  an  estimated  cost  of  delivery  and 
other  similar  charges? 

178.  What  steps  should  an  auditor  take  in  the  verification  of 
inventories  of  finished  products? 

179.  The  value  of  a  certain  inventory  of  finished  product  on  hand 
at  December  31,  19 — ,  is  as  follows : 

Materials $iQ3,ooo.75 

Direct  labor 98,111.3a 

Plant  overhead  (100%  of  direct  labor) 

Total       $380,223.30 

The  actual  factory  expenses  amounted  to  i2oc'(  of  the  produc- 
tive labor  for  the  year.  Discuss  whether  or  not  this  inven- 
tory has  been  valued  properly. 

180.  You  are  auditing  the  accounts  of  the  A.  B.  C.  Paper  Co..  of 
St.  Louis,  at  October  31,  19 — ,  and  you  find  that  the  entire 
output  of  paper  is  sold  under  contract  to  Smith  &  Co.,  of 
Kansas  City,  at  $4,}. 00  per  ton  f.o.b.  Kansas  City,  deliveries 
being  made  upon  order  of  purchaser. 

This  price  of  S43.00  per  ton  is  made  up  of  the  following  com- 
ponent parts : 

Cost  of  manufacture,  including  overhead $25.00 

Selling  and  administration  expenses 1.00 

Freight  —  St.  Louis  to  Kansas  City    ....    $3.00 

Expenses  of  delivery  to  railroad .50  3.50 

Profit  to  A.  B.  C.  Company 1350 

Total        $43  00 

At  what  figure  would  you  permit  the  A.  B.  C.  Co.  to 
inventory  the  paper  on  hand  at  the  date  of  your  examination ? 
Please  give  full  explanation  in  support  of  your  answer. 
(C.P.A.) 

181.  After  taking  an  inventory'  of  the  finished  goods  <<i  a  concern, 
it  was  found  that  all  were  not  on  hand  that  should  have  been. 
Select  some  business  with  which  you  are  familiar,  and  state 
what  steps  you  would  take  t<>  account  for  the  discrepancy. 

«  p  \ 

What  is  meant  by  an  "inventory  adjustment"  account?     In- 
dicate it-  use  and  what  happens  to  the  balance  therein  al 
end  of  a  fiscal  period. 

In  making  an  examination  of  the  account-  of  a  manufacturing 

ocern  for  a  period  of  five  years,  you  suspeel  that  one  ol  the 
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inventories  has  been  inflated.     How  would  you  proceed  to 
verify  this? 

184.  When  auditing  the  accounts  of  a  wholesale  grocery  house,  it  is 
found  that  a  fire  has  just  destroyed  the  entire  stock  of  mer- 
chandise. What  course  would  you  follow  to  approximate  the 
inventory?     (C.P.A.) 

185.  You  are  engaged  to  audit  the  accounts  of  the  X  Company, 
manufacturers  of  hosiery  —  this  company  operating  four  mills, 
the  product  of  which  consists  of  numerous  grades  and  styles. 
The  company  is  without  a  cost  system,  but  endeavors  to  as- 
certain its  costs  by  taking  the  estimated  quantities  of  cotton 
or  silk  to  which  is  added  a  labor  cost  determined  by  tests,  and 
to  the  total  thus  obtained  an  arbitrary  percentage  is  added  to 
cover  general  expenses,  etc. 

The  general  books  consist  of  a  Ledger,  Cash  Book,  Journal, 
and  Voucher  Record.  '  Invoices  are  entered  after  approval 
and  have  stamped  thereon  the  date  of  approval.  The  re- 
ceiving record  consists  of  loose  memoranda  in  pencil  contain- 
ing the  name  of  the  party  from  whom  materials  were  received 
and  the  number  of  cases,  but  no  further  details. 
Give  full  particulars  as  to  the  steps  you  would  take  to  verify 
the  inventory.     (C.P.A.) 

186.  To  what  extent,  and  in  what  manner,  would  you  verify  the 
inventory : 

1.  In  a  Balance  Sheet  audit 

2.  In  a  detailed  audit      (C.P.A.) 

Problems  on  Chapter  VIII 

Problem  25 

In  checking  the  inventory  sheets  and  Ledger  accounts  dealing  with 
materials,  you  found  that  the  following  errors  had  occurred : 

December  31,  1922.     An  item  of  $500.00  was  added  to  inventory 

sheet  after  totals  had  been  obtained  and  was  not  entered  in  the 

Ledger  account. 
December  31,  1922.     An  error  of  $1,000.00  in  adding  the  inventory 

extensions  resulted  in  an  overstatement  of  the  inventory  by  this 

amount. 
December  31,  1923.     An  error  is  made  in  valuing  one  lot  of  material, 

the  result  of  which  is  an  overstatement  of  the  inventory  value  to 

the  amount  of  $2,000.00. 
December  31,  1923.     An  error  of  $10,000.00  in  footing  the  inventory 
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extensions  resulted  in  an  understatement  of  the  Ledger  inventory 
by  this  amount. 
December  31,   1023.     An  invoice  of   S4.000.00   for  materials  just 
received  included  in  accounts  payable  but  the  amount   was  not 
included  in  the  inventory. 

You  are  asked  to  draft  the  necessary  Journal  entry  or  entries  to  cor- 
rect these  errors,  and  to  show  the  net  effect  of  the  errors  upon  the 
profits  of  each  of  the  two  years.  Assume  that  the  profits  shown  on  the 
Ledger  for  1922  were  $20,000.00,  and  for  1923,  $30,000.00.     (C.P.A.) 

Problem  26 

The  following  particulars  are  extracted  from  the  statistical  records 

of  a  corporation : 

Turnover  Average  No.  of  Tikes 

Stock  Turned  Over 

10 2  1 S    500,000.00        S  50,000.00  10 

IQ22 000,000.00       100,000.00  Q 

1923 1,000,000.00  125,000.00  8 

To  what  conclusions  do  these  figures  point?     (C.P.A.) 

Problem  27 

The  board  of  directors  of  the  X.Y.Z.  Company  removed  their 
manager  on  April  30,  1024,  on  the  general  suspicion  that  his  books 
misrepresented  the  true  financial  condition  of  the  business.  Prepare 
a  statement  showing  the  nature  and  probable  extent  of  the  misrepre- 
sentation. 

The  following  is  a  Trial  Balance  taken  from  the  books  on  April  30, 
1024: 

Capital  stock $75,000.00 

Fixtures $  10,000.00 

Inventory,  January  1,  11)24 128,000.00 

Cash 15,450.00 

ible 24,000.00 

Accounts  payable 30,000.00 

payable 10,000.00 

51,000.00 

Purchases 40,700.00 

Salarii                 n 2,200.00 

Advertising 100 

Salaries,  office 1,100.00 

Rent    ...  400.00 

Interest 200.00 

Insurance,  January  1  to  December  31, 1024  .    .    .    .  »oo 

Stationery  and  printing 105.00 

e  for  depreciation  of  fixtures 10O° 

Surplus,  January  1,  [924 

$226,004.00       $220,004.00 
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An  analysis  of  the  Purchases  and  Sales  accounts  revealed  the  follow- 
ing :  Purchases,  year  1921,  $122,000.00  ;  sales,  year  1921,  $153,750.00  ; 
inventory,  January  1,  1921,  $101,000.00;  purchases,  year  1922, 
$123,000.00 ;  sales,  year  1922,  $153,170.00 ;  inventory,  January  1,  1922, 
$100,000.00;  purchases,  year  1923,  $121,000.00;  sales,  year  1923, 
$154,722.00;  inventory,  January  1,  1923,  $102,000.00.  (C.P.A., 
adapted) 

Problem  28 

John  Adams  lost  his  stock  of  merchandise,  May  1,  1924,  through  a 
flood  in  the  Mississippi  River. 

Adams  applied  to  the  local  Mutual  Flood  Insurance  Society  for 
reimbursements,  claiming  a  loss  of  $5,886.35,  on  merchandise  stock. 
From  the  following  data,  ascertain  his  merchandise  inventory : 

Net  profits,  May  1,  1924,  $4,452.91;  drawings,  $1,598.00;  legal 
expenses,  $17.50;  interest  debit,  $313.00;  advertising,  $14.00 ;  com- 
missions, debit,  $961.01 ;  insurance,  $196.23  ;  sales,  $81,688.04 ;  in- 
ventory, December,  1923,  $1,568.62;  purchases,  $55,415.82;  labor, 
productive,  $19,499.58 ;  telephone,  $416.06 ;  sundry  factory  expenses, 
$3,201.92;  repairs,  $16.00;  surplus,  May  1, 1924,  $2,854.91.     (C.P.A.) 

Questions  on  Chapter  IX 

187.  Define  the  term  "fixed  assets."  How  should  fixed  assets  be 
valued? 

188.  Give  your  views  as  to  the  better  way  of  carrying  property 
accounts  in  a  manufacturing  business,  whether  at  cost  or 
market  value.     (C.P.A.) 

189.  Outline  the  auditor's  duty  and  responsibility  in  connection 
with  the  valuation  of  fixed  assets.  Does  real  estate  require 
any  special  attention?     Discuss. 

190.  What  evidence  should  be  required  as  to  the  correctness  of 
values  of  assets  (other  than  customers'  accounts)  entered  in 
the  books?     (C.P.A.) 

191.  If  you  were  employed  to  make  an  audit  for  the  period  of  one 
year,  what  verification  would  you  make  of  the  fixed  assets  of 
the  company  which  had  been  purchased  several  years  pre- 
viously?    (C.P.A.) 

192.  As  to  the  Real  Estate  account : 

a.  Describe  functions  fully. 

b.  Indicate  entries  to  be  made  on  each  side. 

c.  Show  disposition  of  balance.     (C.P.A.) 
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193.  In  auditing  the  accounts  of  a  copartnership,  you  find  the  Real 
Estate  account  includes  two  pieces  of  property,  the  titles  of 
which  stand  in  the  names  of  individual  partners.  What  posi- 
tion would  you  take  in  regard  to  such  items?     (A.I.A 

194.  As  to  the  Plant  account : 

a.  Explain  meaning  and  use  thereof. 

b.  Indicate  entries  therein. 

c.  Show  disposition  of  balance.     (C.P.A.). 

195.  As  to  plant  additions : 

a.  Specify  the  best  method  of  carrying  same  on  the  books  of  a 
manufacturing  concern. 

b.  Indicate  steps  to  be  taken  in  auditing  payments  therefor  in 
a  manufacturing  enterprise, 

c.  What  evidence  would  you  consider  satisfactory  as  estab- 
lishing correctness  thereof?     (C.P.A.) 

196.  When  Plant  and  Deferred  Asset  accounts  are  increasing,  should 
an  auditor  attempt  to  ascertain  whether  or  not  production  is 
increasing  to  the  same  relative  extent?     Discuss.     (A.I.A.) 

197.  State  briefly  what  you  would  do  if  included  in  the  item  of 
''Real  Estate,  Plant  and  Equipment"  is  the  sum  of  825,000.00 
representing  the  cost  of  certain  improved  real  estate,  with 
interest  and  taxes  thereon,  which  the  company  had  purchased 
seven  years  previous  for  the  purpose  of  building  a  branch  fac- 
tory-, which  project  had  been  abandoned.     (C.P.A.) 

198.  As  to  the  asset  of  land : 

a.  What  general  rule  of  valuation  applies  for  Balance  Sheet 
purposes? 

b.  What  rule  of  valuation  applies  when  used  for  a  factory  site? 

c.  What  rule  of  valuation  applies  when  purchased  as  an  invest  - 
ment?     (C.P.A. 

199.  What  means  should  be  employed  to  verify  the  value  of  unim- 
proved real  estate?      C.P  \ 

200.  Under  what  condition-  may  land  values  be  appreciated  in  the 
accounts?     (C.P  \ 

201.  A   concern    owns   a    parcel    of   land    which  0,000.00. 
There  is  a  purchase  money  obligation  on  it  "t"  ^;>o,ooo.oo. 
\                              ter  this  land  item  in  the  Bal  el  as 
$150,000.00,   net.     Would   you   comply   with    this   requ 
Giv<               tor  answer. 

202.  What  would  you  consider  satisfactory  evidence  of  the 
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rectness  and  propriety  of  expenditures  of  land  purchased? 
(A.I.A.) 

203.  How  would  you  verify  the  Land  account  in  making  a  Balance 
Sheet  audit? 

204.  A  firm  carries  on  its  books  a  number  of  parcels  of  land.  By 
what  means  could  the  auditor  satisfy  himself  as  to  the  owner- 
ship and  value  of  the  several  parcels?     (C.P.A.) 

205.  How  should  a  leasehold  be  treated  in  the  accounts  of  a  com- 
pany and  how  should  it  be  shown  on  the  Balance  Sheet? 

206.  State  the  proper  procedure  of  an  auditor  in  the  verification  of 
the  Mines  account. 

207.  What  rule  of  valuation  applies  to  land  when  purchased  for 
subdivision  and  sale? 

208.  A  real  estate  company  for  the  purpose  of  obtaining  cash  to  be 
used  in  developing  a  large  tract  of  land  assigns  the  mortgages, 
taken  in  part  payment  of  land  sold,  to  a  trust  company  as 
trustee,  whereupon  the  trust  company  delivers  bonds  to  the 
real  estate  company  which  are  then  sold  to  the  general  public. 
You  are  called  in  to  examine  the  books  of  the  real  estate  com- 
pany, and  discover  an  apparent  sale  of  land  has  been  made  to 
a  syndicate,  the  members  of  which  are  directors  of  the  com- 
pany. Payment  for  the  land  sold  to  the  syndicate  was  made 
by  means  of  notes  and  mortgages  of  the  syndicate.  The 
mortgages  were  delivered  to  the  trustee,  bonds  received  and 
sold  for  cash.  The  minute  books  contain  an  agreement  with 
the  syndicate  members  to  repurchase  the  land  from  the  syndi- 
cate at  the  price  paid  by  the  syndicate  therefor.  How  would 
you  treat  this  transaction  in  preparing  the  Balance  Sheet  of 
the  real  estate  company  and  what  comments,  if  any,  would 
you  make  in  your  report?     (C.P.A.) 

209.  What  method  should  an  auditor  employ  in  determining  the 
value  of  buildings?     (C.P.A.) 

210.  State  in  detail  what  steps  you  would  consider  necessary  to 
verify  the  Buildings  account.     (C.P.A.) 

211.  If  in  auditing  the  accounts  of  a  power  company  you  found 
included  in  with  other  revenues  an  amount  covering  a  charge 
to  contractors  for  estimated  loss  on  account  of  delay  in  com- 
pleting new  buildings,  would  you  consider  it  a  proper  entry 
and  what  would  be  your  duty  under  the  circumstances? 
(C.P.A.) 

212.  A  manufacturing  company  owns  buildings  in  another  city, 
that  have  not  been  used  for  business  purposes  for  years.  In- 
dicate how  you  would  show : 
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a.  The  property  in  the  Balance  Sheet 

b.  The  expenses  and  taxes  thereon  in  the  Profit  and  Loss 
Statement      (C.P.A.) 

213.  Of  what  value  are  insurance  policies  in  determining  the  exist- 
ence of  liens  or  encumbrances? 

214.  Define  the  nature  of  the  items  properly  chargeable  to  Construc- 
tion account,  after  a  mill  has  been  in  operation  for  five  years. 
(C.P.A.i 

215.  In  auditing  the  accounts  of  a  manufacturing  corporation, 
you  find  that  the  company  has  expended  a  total  of  $3,000.00 
worth  of  its  own  materials,  labor,  and  expense  in  constructing 
a  machine  for  its  own  use.  This  machine,  if  bought  in  the 
open  market,  would  have  cost  $4,000.00.  Is  it  sound 
accounting  to  capitalize  this  machine  at  the  market  price? 
Why?     (C.P.A 

216.  Under  what  circumstances  would  you  permit  a  client  to  charge 
a  compromise  of  a  damage  claim  to  Construction  account? 
(C.P.A.) 

217.  Give  some  principles  to  determine  a  proper  disposition  of  the 
cost  of  enlarging  a  plant,  including  a  partial  rebuilding  of  the 
old  portion.  In  case  you  have  insufficient  data  to  enable  you 
to  apply  these  principles  satisfactorily,  offer  some  solution 
of  the  difficulty.     (A. I. A.) 

218.  A  corporation  has  sold  its  first  mortgage  bonds  at  a  premium 
and  its  second  mortgage  bonds  at  a  discount.  As  the  auditor, 
how  would  you  recommend  that  the  premium  and  discount 
be  handled  on  the  book-? 

219.  In  the  construction  of  a  large  building  the  proprietors  i 
$800,000.00  20-year  6  per  cent  bonds  which  are  disposed  of  to 
the  contractors  at  85  per  cent  of  their  face  value.     It  is  con- 
templated that  the  discount  of  15  per  cent  should  be  chai 

to  Construction   account   in   the   lir-t    place,   and   then   into 

Building  account. 

I-  this  procedure  proper  <>r  not  ?     Explain. 

220.  A  company  :  with  ^1,000,000.00  capital  stock  which 
it  placed  at  par,  and  $1,000,000.00  of  5  per  cent  bonds  which 
it  -old  at  00,  this  being  a  6  per  cent  basis.  It  paid  to  contrac- 
tors, etc.,  for  construction  $1, 800,000. 00  and  this  amount  of 
investment  ran,  on  the  av<  the  prop- 
erty was  ready  tor  operation.    When  operation  began  the 

company  had  therefore  paid  our  year's  interest   on  the  issue 
of    the    bonds.      No    dividend-    were    paid    on    the    Stock.      In 
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addition  to  the  sum  named  above  the  company  also  paid 
$10,000.00  for  legal  expenses  in  connection  with  incorporation 
and  $5,000.00  for  franchise  and  other  fees. 
How  should  the  accounts  appear  when  the  property  was  ready 
for  operation?     (A. I. A.) 

221.  How  would  you  treat  the  Losses  on  Sale  of  Capital  Assets  in 
the  Balance  Sheet  you  were  auditing?     (C.P.A.) 

222.  Define: 

a.  Appreciation 

b.  Appraisal 

c.  Going  concern 

223.  How  should  a  reappraisal  of  capital  assets  be  treated  on  the 
books  of  a  going  concern : 

a.  When  it  involves  appreciation 

b.  When  it  involves  depreciation      (A.I.A.) 

224.  The  A  Company  had  an  appraisal  made  early  in  January  and 
after  completing  the  annual  audit  for  the  A  Company,  the 
directors  authorize  you  to  record  upon  the  books  the  proper 
values  as  given  in  the  appraisal.  Among  the  terms  used  in  the 
appraisal  company's  report  are  the  following : 

a.  Sound  value 

b.  Depreciated  value 

c.  Replacement  value 

d.  Insurable  value 

e.  Book  value 

Define  each  of  these  terms  and  state  definitely  just  what  values 
it  would  be  proper  to  record  upon  the  books.  What  adjust- 
ment account  or  accounts  would  be  used  in  the  work  and  what 
disposition  should  be  made  of  any  balances  remaining  in  such 
account  or  accounts?     (C.P.A.) 

225.  If  an  appraisal  by  a  recognized  appraisal  company  or  engineer 
is  furnished  you  on  the  properties,  machinery,  franchise,  etc., 
of  a  client,  which  does  not  accord  entirely  with  your  views, 
would  you  accept  figures  shown  by  the  appraisers,  or  endeavor 
to  establish  your  own  in  making  up  a  statement  of  condition 
at  the  date  of  appraisal?     Why?     (C.P.A.) 

226.  A  certain  corporation,  under  over-conservative  management, 
had  for  years  failed  properly  to  capitalize  many  internal  im- 
provements and  additions  to  its  plant,  resulting  from  the  use 
of  its  own  labor  and  material.     During  the  same  period  con- 
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siderable  appreciation  in  both  land  and  construction  values 
had  taken  place.  Under  new  management,  an  appraisal  com- 
pany was  engaged  to  make  an  appraisal  ni  buildings  and  equip- 
ment and  the  land  was  appraised  by  a  real  estate  board,  the 
values  reported  by  each  being  much  in  excess  of  book  values. 
The  book  values  were  adjusted  to  conform  with  appraisal 
values,  the  entire  adjustment  being  credited  to  General  Sur- 
plus account.  In  reporting  upon  an  audit  of  this  company, 
what  adjustments  or  comment  would  you  make?     (C.P.A.) 

227.  If  you  found  that  the  land  of  a  manufacturing  corporation  had 
been  reappraised  at  a  higher  value  than  its  former  book  value 
which  represented  cost,  and  such  increase  had  been  carried  to 
Profit  and  Loss,  what  would  you  do  and  say  about  it  in  your 
report  of  audit  ?  What  if  the  value  had  been  reduced?  State 
your  reasons  for  your  action  fully.     (C.P  \ 

228.  Is  it  desirable  to  record  an  increase  in  the  value  of  land  which 
constitutes  a  portion  of  the  plant  of  an  undertaking  even 
though  the  surrounding  property  undoubtedly  is  worth  much 
more? 

229.  Discuss  the  treatment  of  expenditures  for: 

a.  Ordinary  repairs,  and 

b.  Replacements 

in  their  relation  to  capital  expenditures,  profit  and  loss,  and 
reserve  for  depreciation.     (A.I.  V 

230.  Outline  the  instructions  you  would  give  to  afford  the  head 
office  of  a  company  adequate  control  over  expenditures  at  its 
various  plants  for  additions  and  replacement  repair-  and  to 
insure    uniform    and    cornet    accounting    treatment    thereof. 

\  I    \ 

231.  By  what  accounting  method  may  regular  provision  be  made 
for  the  cosl  of  replacements  or  renewals  from  time  t<>  time  that 
are  not  in  the  line  of  ordinary  repairs  and  that  tend  to  main- 
tain or  to  re-tore  the  value  and   efficiency  of  the  plant? 

C.P  \ 

232.  A  large  office  building  (21  -tori'  I  and  in  first- 
class  condition,  was  sold  for  S ^,000,000.00.     For  the  pur] 

of  securing  Long-time  leases  and  to  use  part  of  the-  building 
offices  of  the  company  who  purchased  the  building,  the  build- 
ing   was    remodeled,    the  which    amounted    bo 
$000,000.00.     How  should  this  expense  be  taki  1  on 
the  books?      <    1'  \ 
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233.   What  would  be  the  duty  of  an  auditor  should  he  find  that 
expenditures  for : 

a.  Additions  and  betterments  had  been  charged  to  Main- 
tenance 

b.  Repairs  and  renewals  had  been  charged  to  Property  accounts 

Give  reasons  for  answers. 

Problems  on  Chapter  LX 

Problem  29 

You  are,  for  the  first  time,  auditing  the  books  of  a  paper  manufactur- 
ing corporation,  and  on  making  an  analysis  of  the  Plant  account  you 
find  the  following  condition : 

Balance,  January  1,  19 19 $380,000.00 

Land,  purchased  in  January  1918,  600  ft.  X  800  ft., 

deed  not  recorded $190,000.00 

Buildings,    brick    and    concrete,    cost    on    above  — 

finished  in  June,  1918 120,000.00 

Buildings,  additions  during  year 70,000.00 

Debits : 

Part  of  operating  loss  from  January  1,   1919,  to 

December  31,  1923 $280,000.00 

(The  operating  loss,  it  is  explained,  was  due  to 
experiments  and  other  causes  incident  to  starting 
the  plant  and  getting  an  organization  together) 

19 19 $80,000.00 

1920 95,000.00 

1921 90,000.00 

1922 15,000.00 

Discount  on  Bonds 24,000.00 

1919 $10,000.00 

1920 12,000.00 

1921 2,000.00 

Interest  on  Bonds 11,500.00 

1919 $3,900.00 

1920 4,500.00 

1921 3,100.00 

Expense  in  re  Bond  Issue 1,200.00 

1919 $800.00 

1920 400.00 

Additions  and  Improvements  to  12/31/23    .     .     .  210,000.00 

1919 $60,000.00 

1920 35,000.00 

192 1 82,000.00 

1922 25,000.00 

1923 8,000.00  526,700.00 

Forwarded $906,700.00 

Credits : 

Difference  between  par  value  and  amount  paid  for  stock  pur- 
chased from  a  dissatisfied  stockholder 26,000.00 

Ledger  balance  of  Plant  account  12/31/23 $880,700.00 
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No  depreciation  considered;  credit  entry  made  November  192:. 

Upon  the  basis  of  the  above,  prepare  working  sheet  analysis  of  the 
Plant  account,  and  schedule  of  adjusting  entries  necessary  in  the 
premises  assuming  the  accuracy  of  the  figures  given. 

Assuming  that  the  Board  of  Directors  advise  you  that  it  is  their 
desire  to  have  this  account  remain  upon  the  books  in  its  present  shape, 
indicate  the  comments,  if  any,  that  you  would  make  in  your  report  on 
the  audit. 

Problem  30 

A  company  desirous  of  extending  its  premises  obtains  estimate-  for 
the  work  from  builders,  the  lowest  of  which  is  S20.ooo.oo.  On  con- 
sideration of  the  circumstances  the  directors  of  the  company  decide 
to  carry  out  the  work  by  means  of  their  own  staff,  and  the  additional 
premises  figure  in  their  Balance  Sheet  at  $20,000.00  made  up  as 
follows : 

Net  cost  of  materials  purchased $  6,500.00 

Discount  thereon  transferred  to  Interest  and  Discount  A  c  150.00 

Labor  on  erection 11,200.00 

Supervision  by  management  (part  of  annual  salaries)       .  500.00 

Proportion  of  office  expenses         250.00 

Interest  on  outlay  to  date  of  completion 200.00 

Profit,  transferred  to  Profit  and  Loss  account     ....  1,200.00 

Total $20,000.00 


Prepare  working  sheet  analysis  of  the  above,  and  indicate  thereon 
all  necessary  comments  and  adjustments  deemed  necessary. 

Probli  m  31 

The  American  Manufacturing  Company  was  incorporated  Janu- 
ary 1.  1923,  and  immediately  contracted  for  the  construction  of  a  new- 
plant,  the  contractor  agreeing  to  accept  a-  part  payment  an  issue  of 
$50,000.00  6  per  cent  first-mortgage  bonds,  dated  January  1. 
interest  payable  January  1  and  July  1.  at  a  price  of  80.  The  plant 
completed  and  manufacturing  operations  commenced  on  July  1, 

\   iume  that  you  were  engaged  to  make  an  audit  of  the  books  of  the 
above  company  after  the  book-  had  been  closed  by  the  company's 
bookkeeper  a  1  December  $1,  1923.    After  the  mechanical  accura 
the  figures  had  been  proved,  an  analysis  of  the  Profit  and  Loss  account 

appeared  as  below  : 
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Debits 

Depreciation ■ $     2,500.00 

Organization  expenses 1,100.00 

Labor 160,000.00 

Salaries 20,000.00 

Other  operating  and  administrative  expenses 125,000.00 

Purchases 340,000.00 

Bond  interest  (July  1  coupons) 1,500.00 

Bad  debts  (reserve) 1 ,400.00 

Discount  on  bonds  sold 10,000.00 

Dividend  on  preferred  stock 1,750.00 

Cash  discounts  allowed 1,050.00 

To  balance 7,600.00 

$671. goo. 00 

Credits 

Sales $610,000.00 

Inventory,  December  31 60,000.00 

Cash  discounts  received i,qoo.oq 

$671,900.00 


Draft  such  adjustments  as  you  would  prescribe,  with  suitable  ex- 
planation for  each.  What  is  the  amount  of  the  net  profit  for  the  six 
months'  period?     (C.P.A.) 


Problem  32 

The  following  is  a  Trial  Balance  of  the  Bank  Manufacturing  Com- 
pany at  December  31,  1923,  before  closing: 

Land $     2,000.00 

Buildings 25,250.00 

Machinery  and  equipment 31,120.00 

Materials  used  in  manufacture 35,930.00 

Wages 13,560.00 

Salaries 3,500.00 

Repairs 740.00 

Insurance  and  taxes 850.00 

Office  expense 1,560.00 

Depreciation 1,200.00 

Accounts  receivable 24,130.00 

Accounts  payable $  17,820.00 

Bank  loans 5,000.00 

Inventory,  December  31,  1923 8,210.00 

Accrued  interest 150.00 

Interest 150.00 

Sales 74,610.00 

Trade  discounts  on  sales 1,730.00 

Capital 50,000.00 

Surplus 2,350.00 

$149,930.00       §140,030.00 
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An  appraisal  was  made  of  the  plant  as  of  December  31,  1923,  which 
showed  the  following  value- : 

Replacement  Depreciation 

Value  Vai 

Land        S  1.S00.00 

Buildings 30,000.00  $27,000.00 

Machinery  and  equipment       ....            42,000.00  33,000.00 

The  board  of  directors  approve  the  appraisal  values,  and  pass  a 
resolution  to  change  the  books  to  agree  therewith. 

Prepare  Journal  entries  to  adjust  the  books  to  agree  with  the  value 
shown  by  the  appraisal. 

Prepare  Balance  Sheet  and  Profit  and  Loss  Statement  after  giving 
effect  to  the  appraisal  adjustment. 

Assume  a  fiscal  period  of  6  months ;  annual  depreciation  rates : 
buildings,  2.V%;   machinery  and  equipment,  5%.     (C.P.A.) 

Problem  33 

The  following  is  a  financial  statement  of  the  Homestead  Land  Com- 
pany on  commencement  of  business,  January  1,  1923  : 

Assets  Liabilities 

Land $500,000.00     Capital  stock         ....     $100,000.00 

t*a~h 70,000.00     Bonds : 

unt  on  bonds      .     .  5,000.00         Authorized     $500,000.00 

Less : 

Nut  -old      .  25x100. OO 475.OOO.OO 

$575,000.00  SSTS.000-00 

The  land  shown  represents  10,000  acres,  which  were  acquired  at  the 
rate  of  $50.00  per  acre.  The  bonds  issued  by  the  company  are  dated 
January  1,  1923,  maturing  January  1.  1043.  and  bear  interesl  at  5'',' 
per  annum,  payable  July  and  January  1.  Under  these  bonds  the  com- 
pany i--  required  to  pay  into  the  hands  <>t"  a  trustee,  as  a  sinking  tund 
for  their  redemption,  the  sum  of  $50.00  for  each  acre  of  land  for  which 
the  company  has  received  full  payment  and  conveyed  title.  N  t< 
that  the  company  has  complied  with  this  requirement  during  the  year 
and  the  trustee  has  advised,  at  1  December  ji,  102  j,  that  he  had  in  his 
jsion  the  sum  of  $153,500.00,  of  which  sum  $3,500.00  represented 
interest  >>n  the  funds  in  his  hands.) 

The  objeel  of  the  company  is  to  divide  its  property  into  lo-acre 
plots,  which  it  sells  at  the  rate  of  $75  per  acre  when  paid  for  in  cash,  <>r 

Sioo  per  ;k  re  when  the  plots  are  sold  <>n  the  installment  payment  plan. 

This  latter  plan  provides  for  the  payment  of  $20.00  per  a«  re  in  cash  at 
the  date-  of  purchase,  and  the  balance  to  be  covered  by  tour  no1 
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equal  amounts,  maturing  one,  two,  three,  and  four  years  after  the  date 
of  purchase ;  the  first  two  notes  not  bearing  interest,  but  the  two 
latter  to  bear  interest  at  the  rate  of  5%  per  annum.  During  the  year 
ended  December  31,  1923,  300  plots  were  sold  for  cash  and  title  con- 
veyed to  the  various  purchasers ;  also  during  the  same  year  300  plots 
were  sold  on  the  installment  plan  as  outlined  in  the  foregoing. 

Expenses  not  subject  from  inference  from  the  foregoing : 

Administration 82,500.00 

Salaries 5,000.00 

Advertising 5,000.00 

Taxes  accrued,  not  paid     .     .  2,500.00 

Prepare  a  Balance  Sheet  at  December  31,  1923,  and  a  Profit  and 
Loss  Statement  for  the  year  ended  on  that  date.     (C.P.A.) 

Questions  on  Chapter  X 

234.  Why  ought  depreciation  to  be  considered  when  auditing  the 
fixed  asset  accounts? 

235.  Is  it  a  part  of  the  duties  of  the  auditor  of  the  accounts  of  a 
stock  company  to  consider  the  question  of  depreciation  on 
assets,  buildings,  machinery,  plant,  etc.?  Give  reasons  for 
your  answer.     (C.P.A.) 

236.  Distinguish  between  depreciation  and : 

a.  Obsolescence 

b.  Depletion  (C.P.A.) 

237.  It  is  contended  that  it  is  unnecessary  to  write  off  depreciation 
on: 

a.  Freehold  premises 

b.  Plant  and  machinery 

provided  that  they  are  maintained  in  a  full  state  of  efficiency 
out  of  revenue.  Give  briefly  your  own  views  on  this  subject. 
(C.P.A.) 

238.  Name  some  reasons  why  it  is  important  to  keep  distinct  the 
various  items  of  cost  in  the  construction  of  a  building  con- 
taining boilers,  engines,  shafting,  and  heating  plant.  In  the 
erection  of  the  building  itself,  why  should  the  cost  of  the  foun- 
dations be  kept  distinct  from  the  balance  of  the  building? 
(C.P.A.) 

239.  Are  depreciation  charges  properly  considered  to  be  in  the 
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nature  of  expense  items,  or  as  an  application  of  the  profits? 
Explain.     (C.P.A.) 

240.  State  whether  depreciation  is  an  element  of  the  cost  of  manu- 
factured products.     If  so,  why?     (C.P.A.) 

241.  It  is  agreed  by  the  directors  of  a  manufacturing  company  that 
certain  depreciation  should  be  allowed,  but  that  it  is  desirable 
to  let  the  plant  accounts  stand  on  the  books  at  cost  value. 
How  would  you  as  auditor  manage  to  meet  the  situation? 
(C.P.A.) 

242.  Define  and  give  the  effect  of  the  fixed  percentage  method  of 
charging  depreciation : 

a.  On  a  flat  basis 

b.  On  a  reducing  basis 

243.  Describe  the  sinking  fund  method  of  depreciation. 

244.  A  machine  costing  $81.00  is  estimated  to  have  a  life  of  four 
years,  with  a  residual  value  of  $16.00.  Prepare  a  statement 
showing  the  annual  charge  for  depreciation  according  to  each 
of  the  following  methods: 

a.  Straight  line 

b.  Constant  percentage  of  diminishing  value 

c.  Annuity  method 

(for  convenience  in  arithmetical  calculation  assume  the  rate 
of  interest  to  be  10  per  cent).  Discuss  the  significance  of 
each  of  the  methods.     (A. I. A.) 

245.  To  what  extent  would  you,  as  auditor,  concern  yourself  in  the 
matter  of  depreciation  allowances?     (C.P.A.) 

246.  What  special  considerations  would  influence  you  in  fixing  the 
rate  of  depreciation  chargeable  on : 

a.  Building 

b.  Machinery 

c.  Tools  and  fixtures 

d.  Pattern-      (C.P.A. 

247.  Discuss  concisely  your  conception  of  an  auditor's  duties  in 
connection  with  an  annual  audit,  where  a  difference  of  opinion 
exi>t>  between  the  auditor  and  the  client  a-  t<>  the  sufficiency 
of  depreciation  or  depletion  charges.      C.P.A 

248.  The  balance  in  Machinery  Depreciation  accounl  -how-  an 
increase  for  the  year  of  the  amount  provided  out  of  income 
which  is  computed  at  the  rate  of  4  per  cent  on  the  balance  of 

the   Machinery   account   at    the  commencement   of   the  year. 
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The  method  of  keeping  the  Machinery  and  the  Machinery 
Depreciation  accounts  has  been  in  force  from  the  commence- 
ment of  operations.  Draft  your  comments  as  auditor  of  these 
accounts,  assuming  that  no  item  other  than  those  above  men- 
tioned call  for  any  comments.     (A.I.A.) 

249.  Explain  the  relationship  between  a  sinking  fund  and  an  allow- 
ance for  depreciation.  It  is  claimed  that  in  municipal  enter- 
prises the  requirements  that  rates  must  be  high  enough  to 
provide  both  for  a  sinking  fund  to  pay  off  the  bonds  and  also 
for  a  reserve  for  depreciation  with  which  to  replace  the  plant 
results  in  a  double  charge  to  consumers.  Criticize  or  explain 
this  theory.     (A.I.A.) 

250.  What  special  duties  has  an  auditor  in  connection  with 
accounts  relating  to  machinery  and  boilers  owned  by  a 
corporation  ? 

251.  In  auditing  the  accounts  of  a  manufacturing  company,  what 
steps  should  be  taken  to  verify  the  Machinery  account 
balance?      (CP.A.) 

252.  Charges  for  the  following  items  appear  in  the  Machinery 
account  of  a  manufacturing  corporation : 

a.  New  parts  to  replace  others  worn  out 

b.  Engineer's  salary 

c.  Labor  for  setting  up  additional  new  machinery 

d .  Expense  of  moving  the  old  machinery  from  one  part  of  the 
factory  and  setting  it  up  in  another 

Do  you  see  any  objection  to  the  above  allocation  of  such 
charges?     If  so,  what?     (CP.A.) 

253.  A  manufacturing  concern  having  increased  its  capital  and 
invested  considerable  money  in  new  machinery  and  in  the 
reconstruction  of  old  machinery,  removes  to  a  new  location, 
and  charges  the  cost  of  moving  and  the  reconstruction  of  its 
old  machinery  to  one  account  termed  Installation.  Explain 
fully  how  this  account  should  be  treated  in  closing  the  books 
of  the  company  and  give  your  reasons.     (CP.A.) 

254.  a.   How  should  machinery  and  equipment  be  valued? 
b.    Discuss  the  value  of  a  Plant  Ledger  to  the  auditor. 

255.  State  briefly  your  duties  as  an  auditor  in  reference  to  Machin- 
ery, the  value  of  which  has  not  been  regularlv  depreciated. 
(CP.A.) 

256.  Upon  the  audit  of  the  partnership  accounts  of  a  manufactur- 
ing business  the  following  condition  is  revealed :  Machinery 
sold  has  been  credited  to  regular  Sales  account.     What  would 
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you  deduce  from  these  facts  and  what  would  you  feel  called 
upon  to  do  in  this  instance?  (C.P.A.) 
257.  A  manufacturer  purchased  machinery  for  a  new  plant  at  a 
cost  of  $50, 000.00,  and  secured  5  per  cent  discount  for  cash 
payment.  The  salesman  who  sold  same  received  a  commis- 
sion of  10  per  cent,  of  which  the  salesman  gave  the  purchaser 
one-half.  Prepare  Journal  entries  for  the  transaction. 
(C.P.A.) 

When  auditing  the  books  and  accounts  of  a  concern  operating 
a  large  machine  shop,  you  find  that  the  machinery  and  tools 
have  been  regularly  depreciated  each  year,  that  their  value  as 
shown  by  the  books  is  considerably  less  than  the  value  shown 
by  an  independent  appraisal,  and  that  the  firm  has  set  up  the 
higher  values  as  shown  by  the  appraisal  on  the  books.  To 
what  account  would  you  recommend  the  corresponding  credit 
to  go  and  for  what  reasons?     (C.P.A.) 

259.  A  large  cotton  mill  has  200  looms  in  use,  which  are  included 
in  the  Balance  Sheet  at  $200.00  each,  which  is  the  cost  price 
after  deducting  an  adequate  yearly  sum  for  depreciation. 
These  looms  originally  cost  $300.00  each,  and  the  cost  of  all 
necessary  repair-  has  been  charged  to  revenue.  New  looms 
can,  however,  be  bought  to-day  for  $150.00  each,  so  there  is 
a  difference  of  $10,000.00  between  the  present  market  price 
and  the  amount  at  which  they  are  valued  in  the  Balance  Sheet. 
Should  you  consider  it  necessary  to  call  attention  to  this  fact 
in  your  auditor's  certificate?     Give  your  reasons.     (C.P.A.) 

260.  Upon  what  basis  should  tool-  be  valued?     (C.P.A.) 

261.  How  should  small  tool-  be  treated  in  the  account-:' 

262.  How  should  patterns  and  drawings,  etc.,  be  treated  in  the 
account-? 

263.  How  should  the  auditor  value  the  plates  of  a  book? 

264.  A  book  publishing  company  has  brought  out  its  first  book. 
Plates  capable  of  100,000  impre-sions  cost  $20,000.00;  com- 
position, proof-reading,  etc.,  cost  $6,000.00;  the  author  i-  to 
receive  a  royalty  of  25  cents  per  volume  on  the  books  sold. 
As  a  first  edition,  20,000  book-  are  printed  at  a  labor  COSt  of 

Doo.oo,  and  a  further  charge  of  $1,500.00  to  cover  the  pro- 
portion of  genera]  expenses.    At  the  end  of  the  year  10,000 
pies  had  been  -old  for  $20,000.00;    how  would  you  prepare 
the  accounts  under  the  following  comfit i 

a.   If  it   were  a-rertained  that  the  demand  for  the  book  had 
practically  ceased 
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b.  If  a  steady  demand  would  continue  until  the  plates  were 
worn  out?    (C.P.A.) 

265.  How  should  the  auditor  treat  the  asset  of  fixtures  in  con- 
nection both  with  their  physical  condition  and  with  their  loca- 
tion upon  leased  property  ? 

266.  What  are  secret  reserves?  How  are  they  created?  Is  their 
use  justifiable  from  the  auditor's  viewpoint?     Discuss  fully. 

267.  Describe  the  duty  of  the  auditor  in  connection  with  the  vari- 
ous methods  encountered  in  handling  containers  in  different 
businesses.     (A. LA.) 

268.  Discuss  fully  the  question  of  depreciating  the  asset  of  good- 
will. If  the  value  of  goodwill  should  be  decreased  or  increased 
rather  than  be  depreciated,  discuss  the  situation.  What  is 
the  effect  of  writing  off  goodwill  ? 

269.  A  corporation  was  formed  which  acquired  several  plants, 
issuing  therefor  $17,000,000.00  bonds  and  $24,000,000.00 
stock.  It  was  well  known  at  the  time  that  this  capitaliza- 
tion exceeded  the  true  value  of  the  assets  (including  goodwill) 
acquired,  to  an  extent  of  Si  1,000,000.00.  In  the  first  year, 
after  paying  expenses  and  interest  on  bonds,  the  business 
yielded  considerable  net  income.  May  such  net  income  be 
used  to  pay  dividends,  or  must  it  be  first  applied  towards 
making  up  the  $11,000,000.00?     (A.I.A.) 

270.  Discuss  the  valuation  of  patents. 

271.  A  corporation  carries  on  its  books  an  account  with  patents  it 
has  acquired  from  time  to  time  by  outright  purchase  during 
a  period  of  ten  years.  They  are  still  carried  at  original  cost 
and  it  is  decided  to  determine  their  present  value,  based  upon 
the  expiration  of  the  life  of  the  patents.  Describe  how  you 
would  proceed  accurately  to  secure  this  result.     (A.I.A.) 

272.  Discuss  how  the  auditor  should  treat  copyrights,  comparing 
this  treatment  with  that  accorded  patents. 

273.  Explain  all  the  possible  accounting  problems  which  occur  in 
connection  with  the  account  of  Franchise.     (C.P.A.) 

274.  A  corporation  organized  for  the  purpose  of  manufacturing 
glue  purchased  formulas  costing  $5,000.00.  Some  time  after 
operations  had  started  a  suit  was  brought  which  involved  the 
use  of  the  formulas  and  the  corporation  lost  the  suit  and  judg- 
ment was  obtained  for  court  costs  amounting  to  $9,000.00. 
The  formulas  purchased  were  the  principal  assets,  with  the 
exception  of  raw  materials  purchased,  and  the  corporation  had 
no  surplus.     What  was  the  status  of  the  corporation  ?    When 
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paid,  to  what  account  should  the  $9,000.00  court  costs  be 
charged?     (C.P.A.) 

275.  To  what  extent  may  the  organization  expenses  of  a  corpora- 
tion be  regarded  as  a  permanent  asset  and  how  should  this 
account  accordingly  be  dealt  with?     (C.P.A.) 

276.  In  auditing  the  books  of  a  manufacturing  business  you  find 
that  before  manufacturing  was  commenced  considerable  sums 
were  charged  to  Plant  account  for  salaries,  rent,  and  labor. 
Give  your  opinion  as  to  whether  or  not  such  charges  could, 
under  any  circumstances,  be  correct  and,  if  they  could,  explain 
such  circumstances.  State  another  method  of  dealing  with 
such  items.     (C.P.A.) 

277.  Classify  the  account  of  Organization  Expenses  Written  Off 
as  to  subdivision  of  assets,  liabilities,  proprietary  interest, 
income  and  expenses,  under  which  it  should  be  grouped. 
(C.P.A.) 

278.  At  what  point  do  expenses  cease  to  be  organization  expenses 
and  become  operating  expenses?     (A. I. A.) 

279.  What  treatment  should  be  given  expenditures  of  one  year 
which  are  presumed  to  have  been  made  with  a  view  to  increase 
the  following  year's  profits? 

280.  Explain  a  method  by  which  the  auditor  may  analyze  the  ac- 
count of  Prepaid  Insurance. 

281.  The  assets  of  a  concern  as  shown  by  the  books  include  accrued 
interest.  In  your  audit  how  would  you  verify  the  correctness 
of  this  item?     (C.P.A.) 

282.  How  should  accounts  be  treated  which  cover  royalties  paid  in 
advance  that  are  to  be  recouped  from  future  workings? 
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Problems  on  Chapter  X 
Problem  34 

In  auditing  the  Machinery  account  of  The  Blank  Company  as  of 
12/31/23,  the  auditor  encounters  the  following  facts: 


Machinery 


1923 
Jan. 
March 


June 


Aug. 


Oct. 


of 


Balance 

Purchase 
Type  A 

Freight  on  above 

Cost  of  removing 
a  disused  Type 
B,  to  make  room 
for  a  new 
machine 

Cost  of  installa- 
tion of  2  Type  A 

Alterations  to  3 
Type  C,  required 
by  change  in 
product 

Cost  of  moving  1 
Type  A  and  1 
Type  C  from 
Building  A  to 
Building  B  to 
permit  of  more 
economical 
operation, 
including 
reinstallation 


10,600.00 


7,600.00 
400.00 


160.00 


280.00 


640.00 


270.00 
19,950.00 


1924 
Jan. 


Balance 


17,216.00 


1923 

May  Sale  of  1  old  Type  A  1,264.00 

June  Sale  of  1  old  Type  B  1,470.00 

Dec.  31  Balance  17,216.00 


19,950.00 


Upon  investigation,  an  analysis  of  the  opening  balance  shows  1 
Type  A  machine  purchased  6/30/21  for  83,000.00  ;  1  Type  B  machine 
purchased  for  Si, 600. 00  on  n/1/21 ;  3  Type  C  machines  purchased 
3/1/22  for  $2,000.00  each.     No  further  facts  appear  in  the  account. 

The  Reserve  for  Depreciation  of  Machinery,  accounts  stands  as 
under : 

Reserve  for  Depreciation  of  Machinery 


1922 

Dec.      31     Balance 


284.00 


284.00 


1921 
Dec. 

31 

J- 

60.00 

IQ22 

Dec. 

31 

J- 

224.00 
284.00 

1923 
Jan. 

1 

Balance 

284.00 
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Draft  adjustments  and  comments  required  as  auditor,  assuming 
that  no  other  items  than  those  above  mentioned  call  for  any  comments. 

Problem  35 

A  Trial  Balance  of  the  A.  B.  manufacturing  firm  taken  December  31, 
1923,  contains  the  following  accounts  : 


Plant  and  machinery 

$35,000 

Capital 

A 

$40,000 

Raw  material  1    1   23 

15,000 

Capital 

B 

20,000 

Accounts  receivable 

25,000 

Creditors'  accounts 

4,000 

Cash 

200 

Sales 

95,000 

Loan  account 

7,000 

Bank  o\ 

erdraft 

5,000 

Purchase  material 

38,000 

Rent  of  steam  power 

1,500 

Labor 

24,000 

Traveling  expenses 

2,500 

Salaries,  general 

6,000 

Interot 

600 

Stationery  and  printing 

1,200 

Rent  and  taxes 

3,500 

Discounts  and  allowances 

1,250 

Vu<j\ 

3,000 

Insurance  (plant)  one  year 

from  July  1,  1923 

1,150 

Freight  inward 

1,500 

General  expenses 

600 
$165,500 

$165,500 

Stock  on  hand  12  '31  '2$,  823,000;  each  partner  to  be  credited  6*  , 
on  his  capital  for  one  year;  3  per  cent  to  be  written  off  book  debt-  for 
discount;  10  per  cent  of  machinery  and  plant  to  be  provided  for  de- 
preciation ;  net  profits  to  be  divided  J  to  A,  ^  to  B. 

What  is  the  value  of  the  goodwill,  figured  <>n  a  15  per  cent  basis? 
The  average  capital  invested  in  the  business  has  been  850,000  ;  and  the 
profits  before  interest  charges  being  : 

1918 $5,000 

1919 10,000 

1920 11,000 

1921 3,000 

1922 22,000 

(C.  P.  A.,  adapu.l 

1 1  II  36 

A  -mall  corporation,  a- 1 >f  I  >©  embei  had  a  Patents  account 

upon  its  books  which  showed  the  following: 


Dec. 

3ii 

1914, 

Dec. 

.Si, 

1915 

Dec. 

.Si, 

1916 

Dec. 

.Si, 

1917 

Dec. 

.Si, 

1918 

Dec. 

.Si, 

1919 

Dec. 

.Si, 

1920 

Dec. 

.Si, 

1921 

Dec. 

.Si, 

1922 

Dec. 

31, 

1923 
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Jan.       1,     1914,     Patent  rights  acquired  by  J.  C.  Smith  in  payment 

of  stock  subscriptions  to  Co $10,000.00 

Application  fees,  attorney  fees,  etc 1,000.00 

Do                               500.00 

Do                               500.00 

Do                               2,000.00 

Do                               12,000.00 

Do                               8,000.00 

Do                               7,000.00 

Do                               7,000.00 

Do                                 7,000.00 

Do                                 10,000.00 

Total       $65,000.00 

As  of  January  1,  1923,  a  new  corporation  was  formed  to  take  over 
the  business  of  the  old  company,  eight  shares  of  new  stock  being  given 
for  each  old  one. 

The  date  of  the  principal  patent  was  January  1,  1917.  It  was  de- 
cided that  all  expenditures  on  patents  until  that  date  should  be  capi- 
talized, but  that  after  that  date,  the  account  was  to  be  adjusted  by 
providing  for  writing  off  the  principal  patent  by  January  1,  1933,  all 
expenditure,  before  and  after  January  1,  191 7,  being  considered  as 
connected  with  the  principal  patent. 

Present  working  schedule  showing  the  adjustment  of  the  Patents 
account.     (C.P.A.,  adapted) 

Problem  37 

In  making  an  audit  of  the  X  Company  as  of  December  31,  1923, 
the  auditor  encountered  the  following  information  concerning  the 
policies  of  fire  insurance  carried : 

Allemania  —  policy  #1876523  — •  one  year  —  expires  1/15/24  —  on 

merchandise  for  87,000.00  —  premium  $78.00 
Connecticut  —  #438764  —  one  year  —  expires  1/15/24  —  on  mdse. 

—  for  $2,500.00  —  premium  $27.86 
Century  —  #1769574  — •  one  year  —  expires  1/15/24  —  on  buildings 

for  $500.00  — ■  premium  S7.00 
Century  —  #17844695  —  one  year  —  expires    1/15/24  —  on   mdse. 

for  $2,500.00  —  premium  $27.86 
L.  &  G.  —  #34276895  —  one  year  —  expires  1/15/24  —  on  mdse.  for 

$3,000.00  —  premium  $33.43 
Northern  —  #65873  —  one  year  — ■  expires  1/15/24  —  on  mdse.  for 

$5,000.00  — ■  premium  $80.55 
British-Am.  —  #853964  —  one  year  —  expires  1/30/24  —  on  mdse. 

for  $5,000.00  —  premium  $55.72 
National    Union  —  #97786  —  one    year  —  expires     1/30/24 — on 

mdse.  for  $5,000.00  —  premium  $55.72 
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Century  —  #367412  —  one  year  —  expires  3/1/24  —  on  buildings 
for  Si. 000. 00  —  premium  Si 4.00 

Sun  —  =X-SSo463  —  one  year  —  expires  61  24  —  on  buildings  and 
machinery  for  S2, 500.00  —  premium  $52.42 

Phoenix  —  #3274901  —  one  year  —  expires  10  1  24  —  on  buildings 
40^,  on  mdse.  60^  —  for  S5 ,000.00  —  premium  S73.71 

L.  &  G. — #31353795 — 3  years  —  expires  10/1/26  —  on  office 
furniture  for  Si. 500.00  —  premium  S1S.51 

Westchester  —  #90867  —  one  year  —  expires  10/15/24  —  on  equip- 
ment for  S2.500.00  —  premium  S44.64 

Franklin  —  #6675539  —  one  year  —  expires  12/1/24  —  on  mer- 
chandise for  S15.000.00  —  premium  S131.82 

Agricultural  —  #89645  —  one  year  —  expires  12/1/24  —  on  mer- 
chandise for  S5 ,000.00  —  premium  S43.94 

Prepare  working  sheet  for  the  above,  and  adjustments  necessary  for 
the  unexpired  portions  as  of  12/31/23  assuming  the  Ledger  account 
is  titled  "Insurance,"  is  found  under  the  general  expense  division, 
and  shows  a  balance  of  S745.18. 

Questions  on  Chapter  XI 

283.  A  firm  is  in  the  habit  of  giving  and  taking  a  considerable  num- 
ber of  Notes  Payable  and  Notes  Receivable,  and  frequently 
discounts  the  latter.  Four  months  elapse  before  the  Balance 
Sheet  is  presented  to  you  for  audit.  What  steps  would  you 
take  to  verify  the  Notes  Payable  and  Notes  Receivable  exist- 
ing at  the  date  of  the  accounts? 

284.  What  documentary  evidence  would  you  require  to  prove  the 
acceptance  of  bills  payable  by  a  factor  against  goods  in  transit? 

C.P  \ 

285.  How  would  you  deal  with  the  company's  notes  payable  in- 
dorsed by  an  official  of  the  company,  in  auditing  a  Balance 
Sheet  as  at  June  30,  19 — ,  to  be  certified  by  you?     (C.P. A 

286.  In  the  preparation  oi  a  Balance  Sheet,  explain  the  basis  upon 

which  you  would  ascertain  that  notes  payable  were  properly 
valued!     (C.P   \ 

287.  To  what  extent  would  you  consider  it  necessary  to  verify  the 
note-  payable,  and  what  reference  to  such  verification  would 
you  make  in  your  report  ?      I    I'  \ 

288.  State  briefly  your  duties  a-  an  auditor  in  reference  to  loans 
from  banker-        C.P.A 

289.  To  what  extent  should  an  auditor  hold  himself  responsible  for 
the  correctness  of  note-  payable  ?     <   r  \ 
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290.  A  corporation  issued  its  note  for  830,000.  The  note  became 
due  during  the  term  which  you  were  auditing.  A  note  for 
this  amount,  corresponding  in  all  particulars  with  the  note 
record,  is  submitted  to  you  as  evidence  that  the  amount  has 
been  paid.  Said  note  is  marked  "paid"  but  does  not  bear  the 
signature,  or  paid  stamp,  of  the  bank  to  whom  it  is  purported 
to  have  been  paid.  The  treasurer  asserts  that  possession  by 
the  corporation  of  this  note  is  sufficient  evidence  of  its  pay- 
ment. State  (a)  your  opinion  thereof,  and  (b)  your  reasons. 
(C.P.A.) 

291.  An  auditor  is  engaged  by  a  man  who  is  buying  an  interest  in  a 
firm  for  the  purpose  of  reporting  upon  the  assets  and  liabilities 
of  the  firm  as  at  a  given  date  and  upon  the  profits  of  the  three 
years  just  prior.  Upon  the  auditor's  report,  he  purchased 
an  interest  in  the  firm  and  in  its  assets  and  liabilities.  Six 
months  later  it  is  discovered  that  there  were  bills  payable  due 
by  the  firm  amounting  to  $10,000  at  the  time  the  auditor 
made  his  examination  and  not  reported  upon  by  him  and  that 
these  bills  had  continuously  been  due  by  the  firm  for  one  year 
prior  to  such  examination,  but  no  record  of  same  had  been 
made  upon  the  books.  Under  what  circumstances  could  the 
auditor  be  considered  guilty  of  negligence  in  not  discovering 
this  fact  and  under  what  circumstances  could  he  be  considered 
entirely  free  of  any  blame  in  the  matter?     (C.P.A.) 

292.  State  the  method  of  analyzing  the  Notes  Payable  account. 

293.  A  firm  is  indebted  to  one  of  its  creditors  in  the  sum  of  845,000. 
The  creditor  agrees  to  accept  notes  with  good  indorsements 
for  $50,000  in  full  settlement  of  the  account,  with  the  under- 
standing that  if  any  payment  is  not  made  at  maturity,  the 
whole  debt,  less  such  sum  as  may  have  been  paid,  shall  be 
declared  to  be  due  by  the  creditor.  After  concluding  this 
arrangement,  the  firm  is  succeeded  by  a  corporation.  The 
agreement  covering  the  turnover  provides  that  all  debts  of 
the  firm  shall  be  paid  by  the  corporation.  Only  the  indorsed 
notes  for  $50,000  are  brought  into  the  books  of  the  company, 
and  nothing  is  said  regarding  the  agreement  hereinbefore 
referred  to  respecting  the  original  debt.  You  are  asked  to 
certify  to  the  accounts  thus  set  up.  What  course  would  you 
pursue?     (C.P.A.) 

294.  In  examining  a  list  of  creditors  with  the  Ledger  accounts  for 
the  purposes  of  a  Balance  Sheet,  to  what  features  of  each  ac- 
count should  you  pay  attention,  apart  from  the  mere  arith- 
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metical  correctness  of  the  extractions?  Give  examples  of 
error  or  fraud  which  may  be  detected  in  this  process. 

295.  Point  out  what  you  would  like  to  find  by  way  of  system  that 
would  simplify  the  task  of  satisfying  yourself  that  all  out- 
standing liabilities  of  a  business  are  properly  taken  up  in  the 
Balance  Sheet.     (A.I.A.) 

296.  Should  provision  be  made  out  of  revenue  to  provide  for  dis- 
count on  accounts  payable  outstanding  after  the  date  of  clos- 
ing.    Give  reasons  for  your  answer.     (C.P.A.) 

297.  In  an  audit  covering  the  year  ended  December  31,  you  dis- 
cover that  invoices  aggregating  $2,000  for  bricks  and  other 
building  materials  to  be  used  in  the  construction  of  an  addi- 
tion to  the  plant,  were  received  after  the  books  were  closed, 
although  the  materials  were  actually  received  on  December  15. 
As  the  materials  were  not  taken  into  the  inventory  and  the 
invoices  were  not  on  the  books,  would  you  require  any  adjust- 
ment?    Give  reasons.     (C.P.A.) 

298.  In  your  audit  the  possibility  of  understating  creditor  balances 
must  be  rigorously  guarded  against.  Set  out  all  the  practical 
checks  you  can  think  of  in  this  connection. 

299.  A  corporation  in  closing  its  fiscal  year  has  some  sixty  items 
of  current  liabilities,  which  it  enters  on  its  books  as  follows : 

(Sundry  account?)        53,827.34 

Accounts  Payable 53,827.^4 

On  the  first  day  of  the  new  year,  the  bookkeeper  makes   the 
following  entry : 

runts  Payable 53.827.34 

( Sundry' accounts) 53,827.^4 

How  should  the  auditor  deal  with  this  condition?     (C.P.A.) 

300.  Is  an  ordinary  bank  check  drawn  by  the  concern  whose  books 
you  are  auditing,  to  the  order  of  the  Receiver  of  Taxes  and 
properly  indorsed  by  him,  a  sufficient  voucher  for  the  pay- 
ment of  the  taxes  of  this  concern?     Give  reasons.     (C.P  \ 

301.  Under  what  circumstances,  if  any,  may  not  able  dis- 
counted be  omitted  cntirelv  from  the  Balance  Sheet?     Why? 

C.P  \ 

302.  How  would  you  deal  with  note-  receivable  discounted  in  May 

of  the  current  year  and  paid  in  July  of  the  current  year,  in 
auditing  the  Balance  Sheet  as  at  June  30,  of  the  current  year. 
to  be  certified  by  you? 

303.  In  the  preparation  of  a  Balance  Sheet,  explain  the  basis  upon 
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which  you  would  ascertain  that  notes  receivable  discounted 
were  properly  valued.     (C.P.A.) 

304.  Explain  how  you  would  treat  the  liability  as  indorser  on  a  note 
in  your  report  on  audit.     (A. I. A.) 

305.  In  making  a  detailed  audit,  what  procedure  would  you  follow 
to  verify  the  accommodation  notes  discounted?     (C.P.A.) 

306.  During  the  audit  you  are  making  of  the  accounts  of  a  corpora- 
tion, you  become  aware  of  a  claim  against  the  company  which 
you  think  is  likely  to  be  enforced,  but  which  the  directors  do 
not  recognize,  and  for  which  they  will  make  no  reserve.  What 
would  you  do  in  the  circumstances?     (C.P.A.) 

307.  The  Motor  Manufacturing  Company  negotiated  a  mortgage 
loan  on  their  factory  property  for  $35,000  at  6%  per  annum, 
payable  semiannually.  Principal  payable  $1,000  at  each  in- 
terest date,  payments  to  be  indorsed  on  the  note.  Interest 
coupon  notes  in  decreasing  amounts  are  also  executed.  In 
your  audit  you  will  find  that  all  the  notes  and  coupons  were 
entered  on  the  Notes  Payable  Record  and  were  in  agreement 
with  the  Ledger  account.  In  view  of  the  contract  obligation, 
is  the  entry  correct?  How  should  the  liability  be  shown  on 
your  financial  statement?     (C.P.A.) 

308.  How  would  you  satisfy  yourself  that  the  assets  of  a  company 
were  not  mortgaged  or  encumbered  in  any  way?  If  an  asset 
were  so  encumbered,  indicate  your  Balance  Sheet  treatment. 
(C.P.A.) 

309.  In  auditing  a  Balance  Sheet,  how  would  you  ascertain  the 
correctness  of  the  item  Mortgages?     (C.P.A.) 

310.  What  assets,  other  than  real  estate,  are  subject  to  valid  liens? 
(C.P.A.) 

311.  A  manufacturer  owes  $100,000  on  his  plant  at  5%  per  annum, 
due  at  the  end  of  five  years  from  date.  He  secures  an  agree- 
ment, however,  to  pay  the  debt  in  equal  annual  installments 
which  will  include  principal  and  interest.  What  amount  is  he 
required  to  pay  each  year?     (C.P.A.) 

312.  A  company  is  organized  in  New  York  to  lend  money  on  real 
estate  mortgages  in  Florida.  What  examination  should  an 
auditor  make  of  such  mortgages,  and  how  would  he  guard 
against  duplicate  mortgages  on  the  same  property?     (C.P.A.) 

313.  Name  five  classes  of  bonds,  describing  briefly  each  class  with 
regard  to  issue,  purpose,  redemption,  etc.     (C.P.A.) 

314.  An  issue  of  mortgage  bonds  of  the  par  value  of  $100,000  and 
running  for  five  years  has  been  sold  at  90,  the  money  to  be 
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used  in  the  erection  of  new  buildings.     How  should  the  trans- 
action be  recorded  and  why?     (C.l'.A 

315.  If  a  company  sells  its  own  bonds  at  a  premium,  i<  the  premium 
received  a  legitimate  profit  of  the  company?     (C.P.A 

316.  What  proportion  of  $15,000  —  commission  paid  for  negotia- 
ting a  sale  of  bonds,  to  run  ten  years  —  should  be  treated  as 
an  asset  at  the  end  of  the  first  year?     (C.P.  \ 

317.  A  company  authorizes  its  officers  to  borrow  for  its  account 
$100,000  and  give  as  security  $200,000  of  the  first  mortgage 
bonds  of  the  company.  How  should  this  transaction  be 
treated  in  the  Balance  Sheet?     (C.P. A 

318.  Give  the  steps  that  should  be  taken  to  insure  the  statement  of 
the  full  liability  on  the  following  items  appearing  in  the  Bal- 
ance Sheet : 

a.  First  mortgage  bonds 

b.  Collateral  trust  bonds 

c .  Income  bonds 

(/.  Car  trust  notes     (C.P.A.) 

319.  The  S500  6%  bonds  of  a  corporation  are  issued  at  $450  redeem- 
able at  par,  by  ten  annual  drawings.  How  would  you  treat 
these  bonds  in  the  Profit  and  Loss  Statement  and  Balance 
Sheet?     (C.P.A.) 

320.  Give  in  detail  a  method  for  verifying  the  payment  of  interest 
on  coupons  from  bonds  of  a  company  you  are  auditing,  and 
state  how  proof  of  such  payments  should  be  presented  to 
you.     (C.P.A.) 

321.  How  should  unclaimed  dividends  be  dealt  with  in  the  yearly 
Balance  Sheet  of  a  company? 

322.  An  Oil  Company  has  a  capital  stock  divided  as  between  com- 
mon and  preferred  shares,  the  latter  carrying  a  6%  cumulative 
dividend  feature.  For  a  Dumber  of  years  this  company  was 
successful  and  paid  it-  preferred  dividends  and  considerable 
dividends  to  the  common  stockholders.  On  June  30,  1923, 
it  had  an  undivided  profit-  account  of  a  considerable  amount. 
During  the  year  ended  June  30,  1024.  no  profit-  were  made. 
and  the  undivided  profits  account  was  absorbed,  leaving  a 
small  deficit,  but  this  was  not  ascertained  until  the  accounts 
were  audited  the  following  September.  <  >n  July  1.  I024i  *h* 
directors  paid  the  preferred  stockholders  their  usual  dividend 
at  the  rate  of  f>r,'  per  annum.  Give  your  views  as  to  th< 
rectness,  or  otherwise,  of  this  a.  tion,  and  of  the  duty  (if  any) 
devolving  upon  the  auditor  in  connection  therewith. 
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323.  Is  a  corporation  bound  to  replace  lost  capital  out  of  revenue 
before  it  can  declare  dividends?     State  reasons  for  answer. 

324.  Because  of  a  slump  in  business  during  the  past  year,  the 
directors  of  a  corporation  inform  you  as  auditor  that  they  do 
not  intend  to  draw  their  fees.  Indicate  the  treatment  hereof 
that  you  would  adopt. 

325.  A  manufacturing  company  offers  premiums  costing  75  cents 
each  to  customers  on  the  return  of  100  of  its  wrappers.  The 
company  invested  $5,000  in  premiums  and  sold  500,000  units 
of  the  commodity  during  the  year.  You  find  that  300,000 
of  the  wrappers  have  been  redeemed,  while  it  is  estimated  that 
20  per  cent  will  not  be  presented  for  redemption.  At  the  end 
of  the  year  how  would  you  treat  this  matter  in  the  preparation 
of  the  Revenue  account  and  the  Balance  Sheet?     (C.P.A.) 

Problems  on  Chapter  XI 

Problem  38 

Required :  the  Journal  entries  to  be  made  on  the  books  of  all 
industrial  parties  mentioned  properly  to  record  the  following  trans- 
actions : 

June  18,  1924.  Walton  &  Company  issued  to  Greaves  Manu- 
facturing Company  a  note  for  $947.69,  payable  three  months 
after  date,  without  interest. 

July  1,  1924.  Greaves  Manufacturing  Company  transferred  said 
note  to  the  Holmes  Manufacturing  Company  on  account,  less 
discount  at  6  per  cent. 

July  28,  1924.  Holmes  Foundry  Machines  Company  transferred 
said  note  to  C.  B.  Dean  &  Company,  less  discount  at  6  per  cent 
in  part  payment  of  a  bill  on  which  they  were  entitled  to  a  dis- 
count of  2\  per  cent  on  the  amount  paid.  C.  B.  Dean  &  Company 
discounted  the  note  at  the  bank  at  6  per  cent,  receiving  a 
draft  on  New  York  for  the  proceeds,  less  |  of  1  per  cent  ex- 
change, which  they  remit  to  M.  Grace  &  Company,  in  part  pay- 
ment of  a  bill  on  which  they  are  entitled  to  a  discount  of  3  per 
cent  on  amount  paid. 

September  18,  1924.     Walton  &  Company  paid  the  note.     (C.P.A.) 

Problem  39 

A  company  issues  $1,000,000  bonds  (denomination  $1,000  each), 
dated  January  1, 1922,  bearing  interest  at  5%  and  maturing  January  1, 
1932.    These  bonds  were  sold  at  80%  of  their  par  value. 
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The  mortgage  provides  for  a  sinking  fund  to  be  created  by  annual 
payments  of  £50,000,  and  at  December  31,  1923,  the  Trial  Balance  of 
the  company's  books  among  other  items,  shows  the  following  which 
relate  to  these  transactions : 

>unt  on  bonds debit     .     .     .     S    160,000 

Trustee  of  sinking  fund debit     .     .     .  102,000 

First  mortgage  bonds credit    .     .     .       1,000,000 

On  January  1,  1924,  the  trustee  purchased  113  bonds  out  of  the 
funds  in  his  possession  at  S900  each,  which  were  canceled. 

Indicate  the  Balance  Sheet  components,  relative  to  the  bond  trans- 
actions, as  of  January  31,  1924,  assuming  a  Balance  Sheet  audit  being 
made  for  the  fiscal  year  closing  on  such  date. 

Problem  40 

A  trading  stamp  company  sells  its  stamps  for  $5  per  thousand. 
They  redeem  these  stamps  in  cash  for  S4  per  thousand  or  in  premiums 
which  average  to  cost  S4.50  per  thousand.  The  income  on  the  invest- 
ments is  SS, 748  per  year.  They  estimate  that  5r('  of  the  stamps  sold 
will  lapse  and  never  be  redeemed.  They  anticipate  the  profit  at  the 
rate  of  io<^  on  the  balance  of  stamps  sold  after  deducting  the  redemp- 
tions and  estimated  lapses. 

The  Trial  Balance  of  January  31,  1924,  is  as  follows: 

Balances — January  31,  1^24: 

1    ish S  23,510 

Stamps  on  hand  at  cost 1-5-5 

Investments  in  bonds 152,825 

Goodwill        100,000 

Premiums  at  cost       38,710 

Capita] $100,000 

Accounts  payable        6,010 

Balances  —  January    31,    1924,    which    have      not 

changed  since  December  31,   1023,  and  are  to  be 

adjusted  by  the  January  operations: 

ted  interest 2,475 

76,388 

Anticipated  profits 23,577 

Unredeemed  -tamps       312,158 

Surplus 8,717 

Balances  —  January  31,  1924,  showing  operations 

for  January : 

9,600,000    stamp-,     redeemed     in     January     in 

premiums 43.200 

4. >, 1 2,500  stamps  redeemed  in  January  in  cash   .        19.650 

Stamps  sold  in  January        65,000 

Expenses  January 10,525 

Coupons  collected  in  January 5°° 

$492,385       $4" 
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Submit  Statement  of  Trading  and  Profit  and  Loss  and  a  Balance 
Sheet.     (C.P.A.) 

Problem  41 

Balance  Sheet  —  December  31,  1923 

Assets 

Cash $  3,000.00 

Accounts  Receivable 15,700.00      S  18,700.00 

Inventories : 

Finished  Goods $154,500.00 

Goods  in  Process 8,350.00 

Materials 55,000.00         217.850.00 

$236,550.00 

Land 840,000.00 

Buildings 894,000.00 

Less  —  Reserve 14,000.00  80,000.00 

Machinery  &  Fixtures S81, 000.00 

Less  —  Reserve 21,000.00  60,000.00         180,000.00 

Deferred  Charges : 

Insurance  and  Taxes 1,100.00 

Total  Assets $417,650.00 

Deficit 52,850.00 

8470,500.00 

Liabilities 

Notes  Payable $275,000.00 

Accounts  Payable 15,500.00       $290,500.00 

Capital  Stock : 

Preferred $100,000.00 

Common 80,000.00         180,000.00 

8470,500.00 

The  foregoing  was  the  Balance  Sheet  of  a  corporation,  December  31, 
1923,  incorporated  January  1,  191 7,  and  during  the  year  1924  the 
following  transactions  occurred : 

Sales,  net $550,000.00 

Purchases,  net  —  raw  material 347,000.00 

Raw  material  inventory  increased 64,000.00 

Labor 60,000.00 

Total  manufacturing  expense 35,900.00 

Process  inventor)7  increased 20,000.00 

Finished  goods  inventory  decreased 36,000.00 

Total  selling  expense 35,000.00 

Total  administrative  expense       26,000.00 

Notes  payable  have  been  renewed  as  they  became  due,  except  that 
$100,000.00,  held  by  the  largest  owners  in  the  company,  was  donated 

to  the  company,  July  1,  1924 $100,000.00 

$5,000.00  of  3^  per  cent  bonds  have  been  bought        .  5,000.00 

$2,000.00  has  been  donated  to  charity 2,000.00 
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Notes :  Depreciation  on  buildings,  estimated  life  47  years,  beginning 
January  1,  191 7 

Depreciation  on  machinery,  estimated  life  27  years,  begin- 
ning January  1,  1917 

Accounts  receivable  were  845,000.00,  and  accounts  payable 
Si5,ooo.oo  at  the  close  of  the  year  1024 
There  was  accrued  interest  payable  82,500.00,  December  31, 
1924 
Ignore  interest  elements  other  than  information  gives 

Prepare:  Audited  Balance  Sheet.     (A.I.A.,  adapted) 

Questions  on  Chapter  XII 

326.  To  what  extent  do  you  think,  it  necessary  to  verify  the  out- 
standing capital  stock  of  a  corporation  and  what  procedure 
would  you  follow  in  such  verification?     (A. I. A.) 

327.  What  steps  should  be  taken  in  the  most  complete  possible 
verification  of  the  capital  stock  account  of  a  corporation  in  an 
audit  for  a  year,  if  during  that  year  the  authorized  capital  was 
increased  and  new  stock  was  issued,  and  certain  shares  were 
acquired  and  held  by  the  company  (assuming  that  it  is  legal 
to  do  so) ,  and  if : 

a.  There  is  a  registrar  of  the  stock,  and 

b.  There  is  not     (A.I.A.) 

328.  In  auditing  the  accounts  at  the  conclusion  of  the  first  fiscal 
year  of  a  corporation  formed  to  acquire  an  established  busi- 
ness, what  documents  and  records  should  be  examined  in 
addition  to  the  ordinary  books  and  subjects  of  an  audit? 
(C.P.A.) 

329.  A  partnership  contract  between  A  and  B  provides  that  each 
partner  shall  contribute  825,000  to  a  new  business,  and  that 
on  any  capital  brought  in  by  either  partner  in  1  thi> 
amount  he  shall  receive6%.  A  contributes  $10,000  additional, 
and  the  bookkeeper  makes  an  entry  in  the  books  at  the  end 
of  the  year  crediting  A  with  6%  on  810,000,  viz.,  8600,  which 
is  debited  to  B.     [s  this  correct?    Give  reasons.     (C.P  \ 

330.  In  auditing  the  books  of  a  company  for  the  firsl  time  after  a 
reorganization,  what  should  an  auditor  d<>  to  verify  the  open- 
ing entries?    ( rive  reasons.     (C.P  \ 

331.  In  auditing  the  accounts  of  a  private  firm  when-  then 

<ral  partners,  to  what  points  should  the  auditor  lm>k  in 
order  to  be  assured  that  the  partner-"  accounts  are  correctly 
stated  in  the  Balance  Sheet?    (C.P.A.) 
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332.  Give  reasons  for  or  against  the  necessity  of  an  auditor's  veri- 
fying the  Stock  Ledger  of  a  corporation.     (C.P.A.) 

^^^.  In  auditing  the  accounts  of  a  corporation,  what  special  pre- 
cautions would  suggest  an  inspection  of  the  Minute  Books, 
the  Stock  Ledger,  the  Bond  Register,  and  a  review  of  certain 
initial  entries  relating  to  the  company's  formation  at  a  date 
prior  to  that  covered  by  the  immediate  audit?     (C.P.A.) 

334.  State  two  methods  by  which,  under  different  conditions,  an 
auditor  may  establish  the  actual  amount  of  capital  stock  out- 
standing, and  state  the  conditions  that  will  require  the  use 
of  one  method,  and  the  conditions  that  will  require  the 
use  of  the  other  method.     (C.P.A.) 

335.  Describe  the  necessary  precautions  to  be  taken  to  safeguard  a 
corporation  when  an  executor  presents  a  certificate  of  stock 
for  transfer.     Outline  entries  on  the  Transfer  Books.     (C.P.A.) 

336.  The  officers  of  a  company  of  which  you  are  the  auditor  elected 
by  the  stockholders  submit  to  you  for  audit  a  Balance  Sheet 
in  which  the  following  item  appears : 

Miscellaneous  reserves  (including  premium  on  stock)  .  .  $248,000.00 
On  investigation  you  find  the  item  is  made  up  as  follows : 

General  reserve $86,000.00 

Operating  reserves 6,000.00 

Provision  for  plant  depreciation 46,000.00 

Provision  for  amortization  of  leaseholds     .     .     .        40,000.00 

Provision  for  bad  debts 36,000.00 

Premium  on  capital  stock  sold 34,000.00 

8248,000.00 

What  recommendation  would  you  make  to  the  officers  and 
what  course  would  you  take  if  your  recommendations  were 
not  followed?     (A.I. A.) 

337.  What  is  the  difference  between  a  reserve  and  a  reserve  fund? 
Explain  fully.     (C.P.A.) 

338.  It  is  customary  with  some  institutions  to  carry  secret  reserves. 
State  your  views  respecting  that  custom.     (C.P.A.) 

339.  A  company  incorporated  with  a  capital  of  $200,000,  fully  paid 
up,  has  sold  its  stock  at  a  premium  of  25%,  thus  realizing  in 
cash  $250,000.  The  by-laws,  which  cannot  be  amended  ex- 
cept in  a  stockholders'  meeting  and  after  proper  notice  of  such 
amendment  having  been  mailed  to  each  stockholder  ten  days 
prior  to  the  meeting,  contain  a  provision  that  the  $50,000  so 
received  over  and  above  the  capital  stock  at  par,  shall  be 
placed  to  the  credit  of  a  special  reserve  account,  and  that  this 
shall  not  be  applicable  to  the  payment  of  dividends.     At  the 
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close  of  the  first  fiscal  year,  it  is  found  that  the  company  has 
made  a  net  profit  of  S4,ooo  after  charging  S6,ooo  for  deprecia- 
tion on  the  buildings  and  machinery.  The  directors  desire  to 
pay  a  cash  diyidend  of  5%  and  pass  a  resolution  ordering  that 
the  depreciation  referred  to  above  shall  be  charged  against 
the  aboye  special  reserye  account  instead  of  against  profit 
and  loss,  and  they  then  proceed  to  declare  a  diyidend  of  5%. 
Discuss  the  above  situation  from  the  standpoint  of  an 
accountant.     (C.P.A.) 

340.  The  auditor  of  an  incorporated  company  which  has  been  ac- 
customed to  making  inyestments  in  interest  paying  securities, 
in  making  his  statement  to  the  directors  presented  a  Balance 
Sheet  showing  a  surplus  of  865,000.  After  discussion,  the 
directors  determined  they  did  not  wish  to  declare  a  dividend 
out  of  this  surplus  and  gave  their  auditor  the  following  order  : 
"Decrease  this  surplus  by  investing  $50,000  in  the  5%  bonds 
of  the  XYZ  Railroad."  Presuming  there  was  an  item  in  the 
aforesaid  Balance  Sheet  of  cash  875,000,  what  effect  will  the 
carrying  out  of  the  director's  order  have  upon  the  surplus  of 
S65,ooo?     (C.P.A.) 

341.  In  three  successive  fiscal  years  a  manufacturing  corporation 
values  its  supplies,  etc.,  in  hand  at  cost,  with  deductions  for 
deterioration  as  follows:  at  the  end  of  the  first  year,  5''^  ;  at 
the  end  of  the  second  year,  10'  \  ;  and  at  the  end  of  the  third 
year,  15' ; .  With  the  inventory  taken  on  this  basis  the  profits 
for  the  second  year  did  not  equal  the  dividends  declared,  and 
surplus  was  intrenched  upon;  and  in  the  third  year  the  divi- 
dend paid  was  so  much  in  excess  of  profits  that  the  surplus 
was  entirely  exhausted  and  a  debit  balance  created  in  the 
P  &  L  account.  Comment  upon  the  report  treatment  of  the 
above,  as  auditor.     (('.!'  \ 

342.  A  close  corporation  consisting  <>f  five  stockholders,  who  also 
constitute  the  Board  of  directors,  shows  in  it-  Balance  Sheet 
as  of  December  31,  19 — ,  a  surplus  item  of  $80, 000.  There- 
upon the  directors  meet  and  vote  a  bond  issue  in  the  amount 
of  SSo,ooo  which  i-  to  replace  the  surplus  item  of  $80,000, 
each  stockholder  t<>  receive  bonds  in  an  amount  proportion- 
ate to  hi-  -lock  holdings.  Tin'  entry  made  upon  the  DOO 
account  wa-  a  debit  to  Surplus  account,  $So,ooo.  and  a  credit 
to  First  Mortgage  bond-  Payable,  8So,ooo.  As  auditor, 
comment  upon  the  above  manipulation. 

343.  In   malting  de-tailed   audit-  some  auditor-  verify  all   postings 

and  footings  of  general  and  subsidiary  Led]  n  though 
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controlling  accounts  are  kept.     State  reasons  for  and  against 
such  procedure.     (A. I. A.) 

344.  On  closing  the  books  of  a  large  business  for  the  year,  it  is  found 
that  the  profits  are  much  less  than  were  expected  and  much 
less  than  usual.  What  steps  would  you  take  to  find  the  reason 
for  this?     (C.P.A.) 

345.  As  a  certified  public  accountant  auditing  the  books  of  a  manu- 
facturing business  that  operated  a  supposedly  highly  developed 
cost  system,  what  steps  would  you  take  regarding  inventory 
values  that  were  found  to  agree  with  the  cost  records? 

346.  In  auditing  the  accounts  of  a  manufacturing  firm,  what  salient 
features  of  the  cost  Ledger  should  receive  attention  ?     (C.P.A.) 

347.  In  auditing  the  accounts  of  a  manufacturing  contractor,  what 
manipulations  of  the  cost  accounts  should  the  auditor  antici- 
pate, to  guard  against  inflating  profits?     (C.P.A.) 

348.  In  auditing  the  accounts  of  a  manufacturing  company  would 
you  consider  it  proper  to  allow  the  Profit  and  Loss  account  to 
be  credited  with  profit  on  uncompleted  work?     Explain. 

349.  What  is  the  best  method  of  stating  the  Profit  and  Loss  account 
(Ledger)  of  a  trading  corporation  so  that  it  shall  give  the 
greatest  possible  desirable  information  ? 

350.  What  do  you  consider  a  complete  checking  of  the  General 
Journal?     (C.P.A.) 

Problems  on  Chapter  XII 

Problem  42 

In  auditing  the  Smith  Manufacturing  Company's  books,  you  find 
in  going  through  their  minutes  that  a  resolution  was  passed  to  give 
away  one  share  of  common  stock  with  every  share  of  preferred  sold. 
At  the  end  of  their  fiscal  year,  which  period  you  are  asked  to  audit, 
their  books  show  as  follows : 

Real  estate  and  buildings $  83,872.88 

Cash  on  hand  and  in  bank 1,063.06 

Machinery  and  tools 10,000.00 

Fixtures 452.18 

Unearned  insurance 160.94 

Office  supplies 397-86 

Manufactured  goods  on  hand 10,000.00 

Accounts  receivable 16,840.62 

Capital  stock  preferred $  37,500.00 

Notes  payable 13,100.00 

Accounts  payable 14,601.43 

Mortgage  loan  on  real  estate 35,000.00 

Profit  and  loss  account 22,586.11 

$122,787.54       $122,787.54 
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What  comments  would  you  make  to  the  Smith  Manufacturing 
Company?     (C.P.A.) 

Problem  43 

The  following  Balance  Sheet  has  been  published  by  the  X  Company 
as  showing  the  condition  of  the  business  after  the  sale  of  $10,000,000 
of  the  first  preferred  stock,  and  all  of  the  second  preferred  stock  noted 
therein  : 

Assets 

Land,  buildings,  machinery $  7,000,000 

Goodwill  and  patents 8,000,000 

Investments 500,000 

Cash 10,715,000 

Inventories 13,000,000 

Accounts  and  notes  receivable 10,000,000 

Other  current  assets        450,000 

Deferred  charges 335,000 

$50,000,000 

Liabilities 
Capital  stock  : 

7  per  cent  cumulative  first  preferred S15.000.000 

7  per  cent  cumulative  second  preferred       5,000,000 

Common  stock,  75,000  shares  no  par  value 6,000,000 

Notes  and  accounts  payable 13,000,000 

Dividends  payable 52,500 

Reserve  for  Federal  Taxes       1,000.000 

Reserve  for  depreciation 3,447,500 

Surplus 6,500,000 

$50,000,000 

A  prospectiye  purchaser  of  the  stock  asks  you  to  tell  him  book 
values  of  each  class  of  stock,  amounts  of  net  tangible  and  net  quick 
assets  for  the  appropriate  class  or  classes  of  stock,  and  to  advise  him 
whether  to  purchase  the  first  preferred  at  95  or  the  common  at  90. 

The  par  value  of  the  ["referred  stock  shares  is  $100.  It  is  expected 
that  a  quarterly  dividend  of  $2  per  share  will  be  paid  upon  the  com- 
mon stock. 

In  your  report  mention  such  matters  as  it  would  seem  advisable  to 
know  in  addition  to  those  contained  in  the  statement  given  above. 
(C.P.A.) 

Problem  44 

A  manufacturing  corporation  desires  a  certificate  of  its  average 
annual  profits  for  three  year-;  after  charging  all  costs,  expenses, 
and  depreciation  and  an  allowance  for  bad  debt-,  it  is  found  that  the 
profits  for  the  first   year  were  $62,000.00;    for  the  second  year, 

$64,000.00  plus  Sio, 500.00  profit  on  sale  of  investments  ;    and  for  the 
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third  year,  $72,000.00  plus  $8,400.00  profit  on  the  sale  of  real  estate. 
Give  the  annual  average  profit  to  be  certified.     (C.P.A.) 

Problem  45 

X  and  Y  formed  a  partnership,  and  it  was  agreed  that  X  was  to  act 
as  the  manager  of  the  firm.  Profits  were  to  be  divided  equally,  after 
the  following  was  taken  into  consideration :  X  was  to  receive  a  special 
bonus  of  25%  of  the  net  profit.  Before  calculating  this  bonus  or  com- 
mission of  X,  the  income  statement  showed  profits  of  $10,000.00. 

Determine  the  division  of  the  $10,000.00  as  between  X  and  Y. 

Questions  on  Chapter  XIII 

351.  If  employed  by  the  officers  of  a  corporation  to  make  an  audit, 
would  you  make  any  difference  in  your  plans  and  in  your  re- 
port if  you  knew  whether  the  audit  was  to  be  presented  to  a 
prospective  purchaser  of  the  stock,  to  a  prospective  purchaser 
of  bonds,  to  the  bank  as  a  basis  for  the  purpose  of  securing 
a  loan,  or  to  the  stockholders  at  their  regular  annual  meeting? 
If  so,  state  the  differences.     (C.P.A.) 

352.  What  are  the  duties  of  an  auditor  when  he  finds  no  charges 
made  against  maintenances  or  other  accounts  for  depreciation 
of  plant?  Should  he  be  concerned  with  the  condition  in  this 
respect  which  obtains  throughout  the  period  prior  to  the  one 
to  be  covered  by  his  audit?  How  should  he  report  to  his 
client,  having  regard  for  the  possibility  of  his  report  being  used 
for  the  purpose  of  obtaining  loans,  obtaining  additional  capital 
in  the  business,  or  selling  some  part  of  the  existing  capital 
interests?     (C.P.A.) 

353.  Discuss  briefly  the  auditor's  report.  To  what  extent  should 
details  be  put  into  a  report?     (C.P.A.) 

354.  Name  some  of  the  essential  points  you  would  deal  with  in  an 
audit  report.     (C.P.A.) 

355.  To  what  extent  would  you  criticize  the  management  in  your 
report?     (C.P.A.) 

356.  Write  a  report  of  your  audit  in  not  more  than  100  words : 

a.  When  the  books  are  properly  kept 

b.  When  the  books  are  improperly  kept 

using  your  own  figures  in  both  cases,  and  showing  the  im- 
proper entries  in  the  last.     (C.P.A.) 

357.  Write  a  report  of  your  audit  in  not  more  than  100  words: 
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a.  Where  you  have  found  irregularities  in  performance  and 
deficiency  in  method,  the  scope  of  the  audit  being  limited. 

b.  Same  conditions  except  thai  the  scope  of  the  audit  is  not  re- 
stricted, but  that  an  audit  to  a  previous  date  had  been  made. 

358.  Write  a  report  for  an  audit  made  by  you,  indicating  any  con- 
dition in  the  office  organization  which  you  noticed  that  gave 
opportunity  for  fraud,  with  suggested  remedy.     (C.P.A.) 

359.  Write  a  report  for  an  audit  made  by  you,  where  you  found  a 
bad  cost  system  in  use. 

360.  In  presenting  a  complete  report  of  an  audit  made  for  a  manu- 
facturing concern,  indicate  the  arrangement  you  would  adopt 
of  exhibits,  schedules,  etc.,  submitted. 

361.  If  you  are  auditor  for  a  corporation  and  you  were  instructed 
to  send  all  copies  of  your  report  to  the  president,  would  you 
show  your  office  copy  to  any  director,  not  an  officer,  if  so 
requested  by  him?     (C.P.A.) 

362.  In  case  it  is  expedient  to  have  a  local  accountant  audit  the 
accounts  of  a  branch  office  of  a  wholesale  trading  firm  for 
which  you  conduct  the  general  audit,  state  matter-  on  which 
you  would  require  a  report.  The  branch  sells  goods,  collects 
from  customers,  pays  all  local  expenses,  and  remits  cash  in 
round  amounts  to  home  office.     (C.P.A.) 

363.  What  do  you  understand  by  a  certified  Balance  Sheet? 
(C.P.A.) 

364.  Differentiate  between  an  audit  report  and  an  audit  certificate. 
Indicate  the  responsibility  under  each. 

365.  What  is  meant  by  a  qualified  certificate?  Give  an  illustration 
of  a  case  in  which  a  qualified  certificate  might  properly  be  given 
and  draft  a  qualification  applicable  to  that  case.     (C.P.A.) 

366.  What  are  the  essentials  of  an  audit  certificate  in  an  audit  for 
credit  purposes?     (A. I. A.) 

367.  Under  what  circumstances  would  an  auditor  be  justified  in 
refusing  his  certificate?     (C  P.  \ 

368.  Draft  a  form  of  audit  certificate  to  accompany  a  Balance  SI 
which  is  to  be  published  in  the  annual  report  of  a  corporation. 
(A.I  \ 

369.  State  your  view  as  to  the  benefit  accruing  to  a  client  receiving 
the  following  certificate   from   the  accountant    who  had  just 

made  an  audit  of  the  i  lient's  book-  and  a<  1  ounts,  to  writ :  "  I 
hereby  certify  that  in  my  opinion  the  foregoing  statement  ol 
the  assets  and  liabilities,  also  Profit  and  Loss  a<  1  ount,  1-  true 

and  correct.  C  P   \ 
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370.  You  find  the  following  certificate  appended  to  a  Balance  Sheet : 

"May  15,  19 — .  The  foregoing  Balance  Sheet  is  in  accord 
with  the  books  of  the  ABC  Company.     John  Smith,  auditor." 

State  what,  in  your  opinion,  are  the  limitations,  if  any,  of  such 
a  certificate.  Assuming  you  were  afforded  all  reasonable 
facilities  for  the  conduct  of  an  audit  of  the  company  is  it  such 
a  certificate  as  you  would  use?  State  definitely  how  you 
would  amplify  it.     (A. LA.) 

371.  Is  an  auditor  justified  in  certifying  to  a  Balance  Sheet  in  case 
the  books  of  account  are  not  in  balance?  Give  reasons. 
(C.P.A.) 

372.  You  are  called  upon  to  make  a  cash  audit  and  to  submit  a 
Balance  Sheet  thereunder,  with  your  certificate  attached. 
Write  the  certificate. 

373.  What  percentage  figures  would  you  show  on  a  compara- 
tive statement  of  profit  and  loss  submitted  to  a  new  client? 
(C.P.A.) 

374.  In  what  respect  and  for  what  purpose  could  comparative 
statistics  or  percentages  be  made  use  of  as  regards  the  fol- 
lowing : 

a.  Gross  profit 

b.  Wages 

c.  Inventory  of  merchandise 

d.  Merchandise  consumed 

e.  Costs  of  selling 

/.   Detection  of  fraud     (C.P.A.) 

375.  State  three  methods  of  figuring  percentages  in  comparing  in- 
come and  expenditures.  Which  method  is  best  and  why? 
(C.P.A.) 

376.  Explain  the  use  which  should  be  made  of  these  percentages 
(see  #375  above)  in  determining  the  administrative  policies 
of  a  business.     (C.P.A.) 

377.  Describe  a  proper  arrangement  of  audit  working  papers  when 
ready  for  filing.     (A. I. A.) 

378.  Draw  up  an  outline  of  a  report  on  your  audit  of  the  accounts 
of  a  corporation  that  has  recently  erected  a  large  apartment 
house.  Assume  your  instructions  covered  the  period  of  erec- 
tion and  at  least  one  year  of  operation.     (A. I. A.) 

379.  How  would  you  proceed  to  audit  the  accounts  of  a  local  chari- 
table organization?     What  evidence  would  you  require  as  to 
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the  propriety  of  disbursements,  and  how  would  you  ascertain 
that  all  receipts  were  duly  recorded? 

380.  You  are  informed  that  during  the  period  covered  by  a  Balance 
Sheet  audit,  which  you  have  made,  a  defalcation  was  going 
on  in  the  petty  cash  which  was  not  discovered  by  you.  You 
are  asked  to  write  a  letter  of  explanation  to  the  board  of 
directors.  Explain  what  you  would  do,  and  draft  such  a 
letter.     (A.I.A.) 

381.  How  would  you  proceed  in  the  audit  of  a  trade  union  to  ascer- 
tain whether  the  treasurer  had  charged  himself  with  all  dues 
paid  by  members  to  him? 

382.  Outline  a  program  for  a  Balance  Sheet  audit  with  a  test  of 
operations  for  a  suburban  real  estate  development  com- 
pany.    (A.I.A.) 

383.  Outline  working  papers  and  office  records  necessary  to  handle 
detailed  semi-annual  audit  of  a  wholesale  mercantile  house. 
(C.PA 

384.  Write  a  one-thousand-won  1  statement  containing  instructions 
which  you  would  give  to  a  young  fellow  just  entering  your 
accounting  office  on  the  subject  of  working  papers,     (CI'   \ 

385.  In  investigation  for  suspected  fraud,  what  preliminary  scru- 
tiny should  the  auditor  make?     (C.P.A 

386.  Describe  how  an  audit  of  a  sel  of  books  can  be  conducted  with- 
out the  knowledge  or  suspicion  of  the  bookkeeper.       1    I'  \ 

387.  What  precaution  should  an  auditor  take  to  guard  against 
possible  fraud  ?     (C.P.A.) 
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Problems  on  Chapter  XIII 
Problem  46 

The  National  Manufacturing  Company  began  business  on  Jan- 
uary 1,  1922,  and  its  Balance  Sheet  handed  to  you  as  the  auditor, 
dated  January  1,  1923,  is  stated  below: 

Cash  in  Bank $      69,433 

Office  fund 100 

Customers'  accounts 273,842 

Inventory,  raw  materials 83,247 

Inventory,  supplies 4,932 

Inventory,  finished  goods 42,761 

Office  equipment 8,746 

Patents 125,000 

Real  estate 320,000 

Buildings 175,000 

Machinery 265,000 

Apartment  house  property : 

Site $10,000 

Building 30,000  40,000 

Bonds  dated  and  issued  December  31,  1922,  maturing 

and  payable  at  the  end  of  50  years,  interest  at  6%, 

payable  semi-annually $    200,000 

Premium  on  bonds  issued 20,000 

Sundry  merchandise  creditors 78,392 

Reserve  for  bad  debts 8,294 

Reserve  for  depreciation  on  buildings 10,000 

Reserve  for  depreciation  on  machinery 30,000 

Capital  stock,  preferred  7%,  cumulative 

from  January  1,  1923 500,000 

Capital  stock,  common 500,000 

Surplus 61,375 

$1,408,061       $1,408,061 

Upon  audit  of  the  accounts,  the  following  items  that  appear  upon 
the  books  were  found  correct,  during  year  ended  December  31,  1923  : 

Debit  Credit 

Labor $468,932 

Salaries,  and  superintendence  at  $10,000     .     .  90,360 

Supplies,  cash  purchases 37,637 

Sales  discount 18,395 

Customers'  returns  and  allowances      ....  8,474 

Sales      . $1,545,572 

Raw  material  purchases,  average  cost  $22  per 

ton 639,034 

Shop  expense 9,461 

Selling  and  deliver)-  expense 86,017 

Rent  from  apartment  house 4,000 

Taxes,   insurance,   and   repairs  of   apartment 

house 1,200 

Repairs  on  machinery  and  buildings  ....  3°,955 

Office  expense 2,478 

Taxes 7,842 

Insurance 6,000 

Bad  debts 2,407 

Old  machine  (cost  $2,000)  sold  for      ....  i,4°° 

Interest  on  bonds 12,000 
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Collections  from  customers  amount  to  $1,502,927;  payments  to 
merchandise  creditors  amount  to  8664,626;  loaned  out  on  call  on 
December  31,  1923,  850,000. 

On  March  1,  1923,  the  company  bought  an  adjoining  site  on  which 
it  began  in  November,  1923,  to  erect  an  addition  to  the  plant,  to  be 
completed  by  March,  1924.  The  price  was  $40,000.  the  company 
assuming  a  6rl  $20,000  mortgage,  payable  December  31,  1923.  The 
surveying  and  legal  expenses  paid  amount  to  $200.  Taxes  ass 
against  the  property,  December  31,  amount  to  $000. 

Inventories  at  December  31,  192}:  Supplies,  $8,129;  finished 
goods,  $20,495  ;  raw  materials,  2,163  tons,  the  market  price  of  which 
at  December  31,  1923,  is  $24  per  ton. 

Real  estate  i>  estimated  to  be  worth  $;5o,ooo;  dividends  have  been 
declared  payable  in  April,  1924,  of  3.V;  on  preferred  capital  stock, 
and  2.I '",  on  common  stock.     Prepaid  insurance  premiums  are  $1,000. 

Depreciation  reserves  to  be  credited  covering:  Buildings,  $4,950; 
machinery,  $17,625  ;   office  equipment,  $875  ;    bad  debt-.  $7,716. 

From  the  foregoing  facts,  assumed  as  being  correct,  prepare  all 
exhibits  and  schedules  deemed  desirable  for  inclusion  in  the  audit 
report  on  this  ass ignment.  Should  any  question  of  criticism  develop, 
handle  the  matter  as  if  you,  as  auditor,  were  required  to  give  a  Cer- 
tificate of  Audit  as  unqualified  as  possible. 

Problem  47 

With  the  facts  of  Problem  9  as  a  basi  nte),  prepare  com- 

plete audit  report.  In  this  connection  adjust  the  reserves  as  you  deem 
desirable  under  the  circumstances,  and  take  into  consideration  the 
following: 

1.  $300.00  of  the  closing  balance  in  the  account  of  Rent  of  Store  and 
(  Mfice  is  applicable  to  the  offi< 

2.  Si, 250.^0  of  the  closing  balance  in  the  account  of  Furniture, 

in  the  store  and   office  is  applicable  to   the  office.      $1,000.00  of 
this  amount  was  on  hand  in  office  furniture  at    the  opening  of 

business. 

3.  Manufacturing  expenses  include  indirect  labor. 

4.  Inventory.  July  1.  [923,  i-  raw  material. 

5.  Interest  and  discount  represents  interest  on  notes  and  amounts 
payable. 

6.  Assume  correctness  of  all  facts  as  stated. 
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Problem  48 
Mr.  Manufacturer,  Trial  Balance,  December  31,  1923 

1  Machinery        $      40,000 

2  Reserve  —  Depreciation  of  Machinery     ....  S        8,000 

3  Factory  Equipment 62,000 

4  Reserve  —  Depreciation  of  Factory  Equipment     .  12,000 

5  Large  Tools 8,500 

6  Reserve  —  Depreciation  of  Large  Tools    ....  2,800 

7  Patterns  and  Models 12,400 

8  Patent  Rights 21,000 

9  Delivery  Equipment 19,500 

10  Reserve  —  Depreciation  of  Delivery  Equipment    .  7,000 

n  Factory  Fixtures 5, 700 

12  Reserve  —  Depreciation  of  Factory  Fixtures     .     .  1,100 

13  Office  Fixtures 3,ooo 

14  Reserve  —  Lease  Expiration  of  Office  Fixtures       .  500 

15  Sales  Department  Fixtures 2,700 

16  Reserve  —  Lease  Expiration  of  Sales  Department 

Fixtures 45° 

17  Stocks 25,000 

18  Bonds 20,000 

19  Liberty  Bonds 30,000 

20  Factory  Building 160,000 

21  Reserve  —  Depreciation  of  Factory  Building    .     .  5>°°° 

22  Factory  Land 250,000 

23  Life  Insurance  —  Cash  Surrender  Value  ....  30,000 

24  Cash  in  Bank 40,000 

25  Petty  Cash  Fund 200 

26  Cash  Undeposited 4,800 

27  Accounts  Receivable 250,000 

28  Reserve  for  Bad  Debts 5,000 

29  Notes  Receivable 3,05° 

30  Loans  Receivable 4,000 

51  Inventory,  Raw  Material  1/1/23 180,000 

32  Inventory,  Goods  in  Process  1/1/23 52,000 

^^  Inventory,  Finished  Goods  1/1/23 75>ooo 

34  Salesmen's  Advances 63,000 

35  Mortgage  Payable  —  Land  and  Buildings     .     .     .  210,000 

36  Accounts  Payable 43>°°° 

37  Notes  Payable 99,°5° 

38  Notes  Receivable  Discounted 2,000 

39  Mr.  Manufacturer,  Capital  Account 870,000 

40  Mr.  Manufacturer,  Salary  Account 14,195 

41  Sales  —  Finished  Product 1,048,500 

42  Sales  —  Partly  Finished  Product 19,000 

43  Sales  —  Raw  Material  (at  cost ) 8,000 

44  Sales  —  Scrap 1 ,800 

45  Sales  — Cash 15,000 

Total  carried  forward    $r, 376,04 5      $2,3jS,200 
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Total  brought  forward    $1,376,045      $2,358,200 

46  Returned  Sale? 1,900 

47  Sales  Allowances 9,000 

48  Discounts  on  Purchases 6,300 

49  Dividends  Received 1,200 

50  Interest  Income  —  Bonds 3,025 

51  Interest  Income  —  Bank 200 

52  Federal  Fees 200 

53  City  Fees 20 

54  Rental  Income 180 

55  Profit  —  Sale  of  Fixed  and  Capital  Assets    .     .     .  6,ooo 

56  Raw  Material  Purchases 440,000 

57  Returned  Purchases 6,000 

58  Purchase  Allowances 400 

SO    Infreight  and  Cartage 23,000 

60  Factory  Wages  —  Productive 300,000 

61  Indirect  Factory  Labor 35,ooo 

kctory  Clerk  Hire 4.200 

63  Insurance  on  Factory  Building 160 

64  Insurance  on  Machinery,  Tool-.  Patterns      .     .     .  500 

65  Royalties  on  Leased  Machinery 1,200 

66  Superintendent  and  Foremen's  Salaries    ....  5,600 

67  Small  Tools 8,000 

68  H.  at  and  Light 2,800 

69  Power 21,000 

70  Employees'  Liability  Premiums 4,000 

71  Repairs  to  Factory  Building 1,800 

72  Repair- to  Machinery 1,110 

73  Water  Taxes 40 

74  Other  Taxe- 1,270 

75  Miscellaneous  Factory  Expenses 900 

76  Depreciation 

lesmen's  Salaries 30,000 

teamen's  Commissions 10,000 

[penses 15,000 

80  Salesmen's  Traveling  Expenses  —  Mileage   .     .    .  2,500 

81  Adverti-inu 2,300 

i  freight  and  Cartage 10,000 

83  Sales  Department  Insurance 650 

84  Commercial  Agency  Subscriptions 200 

85  Shipping  Labor 2,000 

tpping  Supplies  and  Expense 1,000 

87  I  tepre*  iation 

88  Miscellaneous  Selling  Expenses 600 

5,000 

00     Office  Salaries 13,000 

(ji     Administrative  Travelir                       1,500 

92     Stationery  and  Printing 3,050 

lephone  ai                 -\\ 1,500 

04     Postage 2,000 

95     Office  Supplier 4>o       

Total  car'  ■!    $2,338,235      $2,381,723 
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Total  brought  forward    $2,338,235      §2,381,725 

96  Heat  and  Light 7°° 

97  Office  Rent 4,5°° 

98  Bonding  of  Office  Employees 250 

99  Legal  Expense 3.°°° 

100  Federal  Taxes       7,000 

101  Real  Estate  Taxes 1,320 

102  City  Taxes 1,000 

103  Cash  Short  and  Over 45 

104  Water  and  Ice 55 

105  Towel  Service 5° 

106  Charity  and  Donations 7,000 

107  Depreciation 

108  Miscellaneous  General  and  Administrative  Expense  1,500 

109  Discounts  on  Sales 4,°3° 

no  Interest  on  Notes  and  Accounts  Payable  .     .     .     .  2,800 

in  Interest  on  Mortgage  Payable 3,000 

112  Bad  Debts 6,000 

113  Collection  and  Exchange 700 

114  Loss  on  Sale  of  Fixed  and  Capital  Assets      .     .     .     540       

Totals $2,381,725      $2,381,725 


Comments  on  Trial  Balance 
(Numbers  at  left  refer  to  the  account  numbers) 

1.  Certain  machinery  was  sold  in  early  1923  for  cash  $6,000.  The 
cost  of  this  machinery  was  $7,400.  Depreciation  charged 
thereon  to  date  was  $1,400  (see  account  No.  2) 

New  machinery  was  purchased  in  1923,  as  follows: 

March $10,000 

August 13,000 

Depreciation  to  be  10%  per  annum  on  reduced  balance 

2.  There  was  a  charge  to  this  account  of  $1 ,400,  mentioned  above 
for  account  No.  1,  which  was  written  back 

3.  Appraised  as  being  worth  $47,000 
5.   Appraised  at  $5,700 

7.  Depreciation  to  be  30% 

8.  Purchased  in  March  as  follows : 

No.     .     .     .    expires  1927     12/31     .     .     .    $15,000 
No.     .     .     .     expires  1933     12/31     .     .     .        6,000 

9.  There  was  a  credit  in  this  account  of  $2,000,  representing  the 
original  cost  of  an  old  auto  given  in  January  1923,  for  $560,  in 
part  payment  for  a  new  car  costing  $2,600.  The  new  car  was 
received  April  1, 1923.  Depreciation  on  the  old  car  to  12/31/22 
was  $777.78  (see  account  No.  10).     Depreciation  to  be  S3i%- 
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10.  There  was  a  charge  to  this  account  of  $777.78  (mentioned  in 
9  above),  which  was  written  back  in  January  1923 

11.  Depreciation  to  be  10%  per  annum  on  reduced  balance 
13.    Reverts  to  owner  in  1928  when  lease  expires  I  12  3] 

15.    Reverts  to  owner  in  1928  when  lease  expires  (12  3] 
17.   Stock  dividend  of  $2,000.     Entry  was  debit  and  credit  to  Stock 
Dividend  account,  only  for  purposes  of  record 

19.  Original  subscriptions  to  the  fourth  loan  at  par 

20.  Depreciation  to  be  3'";  per  annum 

22.  Vacant  lots  sold  during  1923  for  $35,000.     Cost  of  these  lots  in 
192 1  was  $20,000 

23.  The  cash  surrender  value  has  increased   $1,200.     Premiums 
have  been  charged  to  account  No.  108 

25.    A  fixed  fund 

30.  Includes  loans  to  Jones  &  Co.,  now  bankrupt.     Dividend  to  be 
$i,ooo;   i.e.,  33-J% 

31.  Ending  inventory  Siqo,ooo,  at  cost;   market  is  $187,000 

32.  Ending  inventory  $04,000,  at  cost ;   market  is  $63,000 

33.  Ending  inventory  $()o.ooo,  at  cost ;   market  is  $90,000 

35.    Mortgage  reduced  $5,500  during  year  due  to  lot  sales  (see 
account  No.  22) 

39.  Credited  during  year  with  salary  $30,000  (account  No.  40  was 
charged) 

40.  This  is  a  drawing  account 

50.   Liberty  Bonds,  $1,275  (principal  of  $30,000) 

New  York  State  bonds,  $Soo  (principal  of  $16,000) 
Industrials,  $050  (principal  of  $4,000) 

52.  Special  work  for  Government 

53.  Jury  service 

55.  From  sale  of  lots 

61.  Accruals  12  3]    23  are  $600 

62.  Accruals  12/31    23  are  S500 

63.  Unexpired  is  none 

64.  Unexpired  i>  S75 

66.  Amount  unentered  is  $1,200 

67.  Amount  per  physical  inventory  is  $6,800 
75.   Inventory  12   ^1   23  is  $450 

77.  Accruals  12/31    22,  are  £2,000 

78.  Commi— inn-  earned,  nut  booked  $1,000 

79.  Unentered  expense  vouchers  12/31/23  are  $900 

80.  Unused  mileage  i-  $550 

81.  Unused  advertising  i>  $350 

83.  Unexpired  i-  $110 

84.  Unused  i-  $50 

86.    Inventory  is  $250 

89.  There  was  a  credit  in  this  account  of  $600,  representing  ac- 
crual on  1    1 
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90.  Accruals  12/31/23  are  S250 

92.  Inventory  12/31/23  is  $200 

94.  Stamps  on  hand  Si  50 

95.  Inventory  12/31/23  is  $75 

100.  Actual  amount  paid  in  1923  was  Si 6,000 

101.  Taxes  on  factory  property  paid  during  1923,  —  including  S600 
for  sewer  and  street  construction 

102.  State  personal  taxes  paid  in  1920 
106.  Donations  made  were  as  follows  : 


St.  Mary's  Infants  Home $1,200' 

Onondaga  Orphans  Home 2,000 

Provident  Boys'  Home 2,000 

St.  Joseph's  Hospital 1,000 

Hospital  of  Good  Shepherd 800  . 


Organizations  not 
operated  for  profit 
of  stock  holders. 


108.   Life  insurance  premiums  for  the  year  were  $1,400 


112. 

Total  Payt. 

Received 

Loss 

A.  B.     .     .     . 

.     .     .          $4,000 

Si, 000 

S.3.000 

CD.     .     .     . 

2,000 

2,000 

E.  F.     .     .     . 

.     .     .            1,500 

500 

1,000 

$7,500  81,500  S6,ooo 

114.   Loss  covers  auto  exchange  (see  account  No.  9) 

Requirement: 

Assuming  the  accuracy  of  the  facts  above  given,  prepare  report  of 
audit. 

Comment  :  Above  problem  ma}'  be  used,  also,  as  basis  for  preparation  of  Federal 
Income  Tax  return.  If  so,  assume  Mr.  Manufacturer  a  married  man, 
with  no  children. 

Problem  49 

You  are  engaged  to  make  a  Balance  Sheet  audit  of  the  A.  B.  Co.,  a 
corporation  trading  in  certain  patented  machines,  of  which  it  owns  the 
patents,  and  in  certain  accessory  materials  necessary  to  their  operation. 
The  company  owns  no  plant  but  buys  its  stock  in  trade  from  the 
actual  manufacturers.  The  bulk  of  its  business  consists  of  outright 
sales,  but  it  also  leases  some  of  its  machines  at  a  nominal  rental  under 
contracts  which  bind  the  lessees  to  buy  from  itself  all  the  accessory 
material.  It  owns  four  patents,  which  are  20,  19,  18,  and  5  years  old, 
respectively.  For  the  first  three  patents  it  gave  practically  all  of  its 
capital  stock  and  some  cash ;  the  remaining  patent  covers  valuable 
improvements  on  the  original  machines  invented  by  one  of  the  officers 
and  is  assigned  to  the  company  without  compensation,  but  the  com- 
pany has  charged  the  expenditures,  including  part  of  officers'  salaries, 
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on  these  improvements  to  the  property  account.     Xo  amortization  of 
the  patents  has  ever  been  charged  off. 

On  your  arrival  at  the  company's  office  on  January  15,  10 — ,  the 
following  Balance  Sheet  of  December  31,  19 —  (ante),  is  handed  to 
you: 

Balance  Sheet — December  31,  19 — 

Assets 

(a)  Cash :  in  banks $ff 

in  petty  cash  fund $£  >o 

(b)  Notes  receivable  :    trade,  officers'  and  other,  mingled  in  one 

account  without  di-tinction Sc 

(c)  Accounts  receivable:    trade,  officers'  and  other,  not  classified, 

and  no  provision  for  bad  debts $c' 

Investments:    stocks,  treasury  stock,  and  Liberty  and  other 

bonds,  at  cost,  which  is  higher  than  present  market  value    .     .  $t 

(»•)  Inventories :  from  perpetual  inventory  book,  no  actual  in- 
ventory ever  having  been  taken Sc 

(/)  Contract  machine- :  machines  leased  under  contract,  the  cost 
value-  thereof  being  about  25% of  the  total  amount  charged  to 
this  account,  the  difference  being  said  to  be  the  cost  of  building 
up  this  particular  part  of  the  bu^ne--  in  past  years    ....  Sc 

(g)  Property  account,  includes  cost  of  patents,  expenditures  for 
improvement-  thereon,  patterns,  designs,  office  furniture,  and 

fixture-,  etc.,  not  classified  in  any  way Sf 

Total  assets $(5 

Li  uui.itii  s 

;es  payable:   trade  and  banks,  not  classified %i 

(t)    Accounts  payable :   trade %i_ 

Total  Liabilities $^ 

(j)  Capital  stock  :  authorized  and  outstanding $e* 

Surplus Sc 

Net  worth U 

State  how  you  would  proceed  to  verify  each  item  of  the  foregoing 
Balance  Sheet,  in  view  of  the  facts  submitted,  and  also  what  steps, 
if  any,  you  would  require  the  company  to  take  before  you  would  sign 
an  unqualified  certificate. 

(Number  each  answer  to  correspond  with  the  item  number  on  the 
Balance  Sheet  \  1   \ 

Problem  50 

Upon  the  basis  of  the  following  list  of  accounts  and  records,  prepare 

an  audit  plan,  assuming  that  this  business  has  been  in  existent 
month-,  i-  owned  by  a  small  number  of  stockholders,  is  of  moderate 

size,  it-  capital  nol   being  in  exc<  ;o,ooo.oo,  and  it-  capital  all 

paid  in  in  cash.      The  company  i-  agent   lor  a  medium  priced  auto- 
mobile : 
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List  of  Accounts 


Imprest  Fund 

Cash  on  Deposit 

Notes  Receivable 

Customers 

Inventory 

Machinery,  Tools,  &  Equipment 

Office  Furniture  &  Fixtures 

Deferred  Items 

Creditors 

Payroll  Unpaid 

Deposit 

Capital  Stock 

Surplus 

Profit  &  Loss 

Sales  —  Cars 

Sales  —  Parts 


Sales  —  Accessories 

Sales  —  Supplies 

Purchases  —  Cars 

Purchases  —  Parts 

Purchases  —  Accessories 

Purchases  —  Supplies 

Wages 

Commissions 

Advertising 

Demonstration 

Shop  Expense 

Salaries 

Rent 

Light  &  Heat 

Insurance 

Sundry  Expense 


List  of  Records 


Stock  Certificate  Book 

Stock  Book 

Minute  Book 

Purchase  &  Expense  Register 

Car  Record 

Inventory  Record 

Payroll 

Sales  Binders 

Sales  Recaps 


Note  Register 
Cash  Receipts  Register 
Check  Register 
Petty  Cash  Record 
General  Journal 
Customers  Ledger 
Creditors  Ledger 
General  Ledger 


The  original  records  are  columnar  in  form,  and  loose:leaf ;    the 
Ledgers  are  loose-leaf. 

Problems  on  Chapter  XIV 

Problem  51 
SYRACUSE  TRADING  COMPANY 
Balance  Sheet  —  December  31,  1923 
Assets 


Current  Assets : 

Cash  on  Hand  and  in  Bank 

Accounts  Receivable : 
Customers 
Employees 

Merchandise  Inventory 
Furniture  and  Fixtures 
Deferred  Charges : 

Insurance 

Office  Supplies  Inventory 


4,250.60 
438-30 


375-70 

4,688.90 
8,921.10 


13500 
72.10 


13,985.70 
586.20 


207.10 

14.770.00 
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Liabilities 

Current  Liabilities: 

Notes  l'a\  able 

MlltS  Payable 
oak : 
Expenses 

Interest  on  Notes  Payable 

60.00 
42.80 

2,700.00 
5,1 20.00 

102.80 

7,922.80 

Reserve- : 

Uncollectible  Accounts  Receivable 
Depreciation  of  Furniture  and  Fixtures 

Capital  Stock 
Surplus 

428.70 
627.50 

1,056.20 

5,000.00 

800.00 

14.77900 

The  surplus  of  SSoo.oo  represents  the  profit  for  the  first  year  of 
operations.  Net  sales  were  $42,812.51 ;  cost  of  sales  830,281.18. 
Operating  expenses  were :  Salaries,  $5,1 73.00  ;  rent  $2,500. 00  ;  dis- 
counts $1,835.62;  sundry  expenses  82,000.67;  depreciation  $153.08. 
A  note  payable  of  Si, 000. 00  is  due  on  February  1,  1924. 

Based  upon  the  above,  including  the  rectifying  of  any  criticisms 
that  might  be  suggested,  prepare  a  reasonable  schedule  of  require- 
ments for  the  following  six  months,  assuming  sales  will  reach  a  net  of 
82 5. 000. 00,  so  that  this  company  will  not  be  any  the  worse  at  the  end 
of  such  time  than  at  present. 

Prepare  as  part  of  the  report: 

1.  Estimated  Balance  Sheet  in  comparative  form 

2.  Estimated  Profit  and  Loss  Statement 

3.  Statement  of  Cash  Requirements  for  the  six  months'  period 

Sundry  information  which  might  prove  useful: 

Inventory,  January  1,  1923,  $3,042.08 ;  sundry  expenses  analysis: 
store  expenses  $1 ,225.50 ;  advertising  $520.80  ;  stationery  and  postage 
S162.75 ;   insurance  $91.62.    The  Look-  are  to  be  audited  each  year 

by  a  C.P.A. 

Problkm  52 

The  net  profit  of  the  Ajax  Manufacturing  Company  has  approxi- 
mated S2oo,ooo.oo,  each  six  months.  As  a  basis  for  preparing  the 
budget  for  the  ensuing  six  months'  period,  the  following  estimates 
have  been  compiled : 

Finished  Product  '>n  Hand  —  End  of  Last  Period   I 

Art i.  lc  1  —  15,000  units  (a,  $4.00  $60,000.00 

Art  it  le  2  —    7,000  units  (a,    3.50  jO.oo 

Article  3 —    2,000  units  (a,    3.00  6.000.00 


S00.5 


00.00 
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Estimated  Production  —  New  Period  (Cost) 

Article  i — 60,000  units  @  $    4.00  $240,000.00 

Article  2  —  35,000 units®        3.50  122,500.00 

Article  3  —  25,000 units®       3.00  75,000.00 

Estimated  Shipments  —  New  Period  (Sales  Price) 

Article  1  —  70,000  units  @.  $10.00  $700,000.00 

Article  2  —  35,000  units  @      8.00  280,000.00 

Article  3  —  20,000  units  (5,      6.00  120,000.00 

$1,100,000.00 

Estimated  Sales  Orders  to  be  Secured  (Sales  Price) 

Article  1  —  85,000  units  @  S10.00  $850,000.00 

Article  2 — 40,000  units  @      8.00  320,000.00 

Article  3  —  20,000  units  (a,      6.00  120,000.00 

$1.290.000.00 

Sales  Orders  Unfilled  —  End  of  Last  Period  (Sales  Price) 

Article  1  —  15,000  units  (5,  S10.00  $150,000.00 

Article  2  —    5,000  units  @      8.00  40,000.00 

Article  3  —    2,000  units  @      6.00  12,000.00 

$202,000.00 

Commercial  Expenses  of  all  kinds  estimated  as  8350,000.00. 
Prepare  whatever  budget  statement  or  statements  seem  desirable 
in  the  premises,  with  accompanying  comment  that  appears  necessary. 
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Account  analysis,  106 
Accounts  payable,  190 
Accounts  receivable 

Audit  of,  118 

Branch  customers,  126 

Circularization  of.  134 

Components  of,  1 24 

Other  than  customers,  126 

Pledged,  134 

Schedule  of,  125 

Valuation  of,  129 
Accrued  liabilities,  193 
Additions,  171 

;  accounts  receivable,  128 
Allowances  on  sales.  1 20 
Analysis  of  an  account,  106 
Appendix,  281 
Apportionment  of  expenditures  between 

capital  and  revenue,  13 
Assets 

Current,  100 

Fixed,  162 

Sinking  fund,  115 

Title  to,  100 

Verification  scope,  98 
Attitude  of  auditor  to  client's  employees, 

32 
Audit 

Balance  -licet,  23 

Certificate  of,  235 

Detailed.  21 

Plan  of,  64,  70,  121,  125,  144 

Report,  227 

Scope  of,  13 
Auditinu 

intages,  3 

Ca^h.  65 

Definition  of,  1 
hanics  of,  66 

Purposes, 

Relation  to  accounting.  - 
Audit  of 

Account-  receivable,  118 


Audit  of 

Cash  after  period's  close,  81 

Inventories,  139 

Investments,  109 

Notes  receivable,  96 

Securities,  96,  109 
Auditors 

Classes  of,  29 

Equipment  on  case,  31 

Legal  responsibility  of,  n,  28,  31 

Qualifications  of,  10 
Audits 

Kinds,  21 
Automobiles,  176 

Bad  and  doubtful  debts,  131 
Balance  sheet  audit,  23 

Cash,  92 

Notes  receivable,  108 
Bank 

Confirmation,  56 

Pass  book,  80 

Reconciliations,  76 
Barometric  factors,  :47 

working  sheets,  59 
Bond  scrip,  200 
Bond^  payable.  19S 
Branch  customers,  126 
Budget,  244 

Form,  2.S4 

Procedure,  252 
Buildings,  169 
Bu-iness 

Barometers,  245 

Bu'i 

Cycles,  246 

Thermometers,  245 

Capital,  203 
And  reven  1 

Capital 
With  no  par  value,  210 

nliminarit 
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Cash 

Count,  44 

Internal  checks  on,  72 

Petty,  90 

Proved  through  other  accounts,  90 

Sales,  119 

Schedule  for,  44 

System  suggestions,  94 

Verification  variations,  73,  83 
Cash  book 

Columnar  form,  91 

Footings  of,  91 
Certificate  of  audit,  235 
Certificate  of  bank  confirmation,  56 
Charge  and  discharge  principle,  20 
Charges  deferred,  181 
Charts  and  graphs,  233 
Checking 

Accounts  receivable  schedule,  1 25 

Footings,  66 

Postings,  66 
Check  kiting,  82 
Check  marks  and  their  use,  41 
Checks  as  vouchers,  88 
Circularization   of   accounts   receivable, 

134 
Classes  of 

Audits,  21 

Errors,  6 

Professional  auditors,  29 
Closing  the  audit,  227 
Co-insurance.  173 

Color  and  quality  of  working  paper,  36 
Collectibility  of  accounts  receivable,  128 
Columnar  cash  book,  91 
Commencing  the  audit  engagement,  41 
Comments  in  report,  234 
Components  of 

Accounts  receivable,  124 

Inventor}',  139 

Report,  231 
Confirmation  by  bank,  56 
Construction,  171 

Construction  of  customers'  control,  124 
Contact  with  client's  employees,  32 
Content  and  filing  of  working  papers,  39 
Content  of  basic  working  sheets,  59 
Contingent  liabilities,  105,  197 
Copyrights,  180 
Count  of 

Cash,  44 

Notes  receivable,  50 

Securities,  52 


Credit  sales,  119 

Criticism  of  working  papers,  229 

Current  assets,  100 

Customers'  control  constructed,  1 24 

Cycles,  246 

Deferred  charges,  181 

Income,  196 
Depreciation,  172,  174,  175,  176,  177 
Detailed  audit,  21 

Cash,  92 

Notes  receivable,  108 
Detection  of  errors,  6 
Development  companies,  168 
Discounted  notes  receivable,  105 
Discounts  on  sales,  133 
Dividend  investments,  112 
Dividends  unpaid,  194 
Doubtful  and  bad  debts,  131 
Drawings,  175 
Duties  of  junior  assistant,  30 

Economic  function  of  auditing,  8 
Engagement 

Equipment,  31 

Letter,  18 

Preliminaries,  31 
Equipment,  174 
Errors 

Detection  of,  6 

Trivial,  49 
Exchange,  collection,  and  interest  items, 

75 
Exhibits,  231 

Expenditures  apportioned  between  capi- 
tal and  revenue,  13 
Expense,  203,  218 
Prepaid,  181 

Federal  Reserve  suggestions 

Accounts  payable,  193 

Accounts  receivable,  137 

Bonded  mortgage  debt,  201 

Capital  stock,  207 

Deferred  charges,  183 

Fixed  property.  178 

Inventory,  158 

Notes  and  bills  payable,  190 

Notes  receivable,  105 

Sales,  217 

Securities,  116 

Sundry,  223 
Filing  and  content  of  working  papers,  39 
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Finished  goods,  152 
First  audit,  17 
Fixed  assets,  162 
Fixed  liabilities,  198 
Fixtures.  176 
Flasks,  175 

Footing  cash  book,  91 
Form  of 

Audit  report,  238 

Budget,  254 
Fraud,  4 

And  internal  checks,  15 
Furniture,  176 

General  ledger  trial  balance,  58 
Goods  in  process,  152 
Goodwill,  180 
Graphs  and  charts,  233 

Holding  and  subsidiary  company  inven- 
tories, 158 
Holdings  in  subsidiary  companies,  208 
Horses,  176 

Illustrative 

Audit  plan,  70 

Balance  sheet,  98 

Study  problem,  255 
Improvements  1 71 
Income,  203,  214 

Deferred,  196 
Index  of  working  papers,  228 
Indorsed  check-  as  vouchers,  88 
I  tion    and    verification    of    notes 

receivable,  103 
Intangible  assets,  180 
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